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THE  SECRETARY  OF  THE  TREASURY 

WASHINGTON,   D.C.   20220 

July  5,  1984 


Dear  Mr .  Chairman : 

Pursuant  to  your  request  of  February  2,  1984.  I  am  pleased  to 
submit  this  1984  Update  to  the  September  1979  "Report  to  Congress 
on  Foreign  Government  Treatment  of  U.S.  Commercial  Banking 
Organizations."  As  agreed,  the  Update  discusses  the  degree  of 
national  treatment  in  sixteen  markets  previously  reported  to  have 
limited  competitive  opportunities  for  U.S.  banks. 

For  convenience,  the  Summary  and  Conclusions  have  been  placed 
in  the  front  of  the  Update.  Although  significant  progress  has  been 
made  in  reducing  barriers  to  banking  competition  in  some  foreign 
markets,  continued  U.S.  Government  attention  is  clearly  warranted. 

We  would  be  pleased  to  answer  any  questions  you  may  have  on 
this  Update. 

Sincerely, 


/) 


i>] 


Donald  T.  Regan 


The  Honorable 

Jake  Garn 

Chairman.  Committee  on  Banking. 

Housing  &  Urban  Affairs 
United  States  Senate 
Washington.  D.C.  20510 


Summary  and  Conclusions 


National  Treatment — Equality  of 
Competitive  Opportunity 

The  International  Banking  Act  of  1978  established  a 
federal  regulatory  framework,  based  upon  the  principle 
of  national  treatment,  governing  entry  and  operations  of 
foreign  banks  in  the  United  States.  National  treatment 
accords  foreign  banks  equality  of  competitive  oppor- 
tunity vis-a-vis  domestic  institutions  in  similar  circum- 
stances, even  if  some  specific  regulations  or  require- 
ments applied  to  foreign  banks  differ  from  those  affecting 
domestic  banks. 

In  adopting  the  principle  of  national  treatment  for  for- 
eign banks  in  the  United  States.  Congress  also  ex- 
pressed concern  about  the  competitive  position  of  U.S. 
banks  abroad.  The  "Report  to  Congress  on  Foreign  Gov- 
ernment Treatment  of  U.S.  Commercial  Banking  Organ- 
izations," mandated  by  Section  9  of  the  International 
Banking  Act,  was  completed  in  September  1979. 

The  1 979  Report,  which  examined  the  extent  to  which 
U.S.  banks  were  granted  or  denied,  whether  by  law  or 
practice,  national  treatment  in  conducting  commercial 
banking  operations  in  140  foreign  countries  and  Taiwan, 
concluded  that: 

U.S.  banks  have  a  substantial  degree  of  access  to 
mosf  financial  markets  abroad  of  Importance  to  them, 
both  in  terms  of  initial  entry  and  the  powers  they 
may  exercise  once  entry  has  been  accomplished, 
(emphasis  added) 

The  1979  Report  also  concluded,  however,  that; 

Within  this  generally  favorable  context,  some  vari- 
ation in  the  treatment  of  U.S.  and  other  foreign  banks 
is  evident.  This  treatment  ranges  from  free  and  open 
regulatory  environments  in  developed  nations,  with 
a  few  marked  exceptions,  to  quite  restrictive  con- 
ditions in  some  nations  in  earlier  stages  of  devel- 
opment (emphasis  added) 

Five  Years  Have  Passed 

Almost  five  years  —  years  of  change,  challenge,  and 
exponential  technological  development  —  have  passed 
since  the  1979  Report  drew  those  conclusions.  During 
these  years,  foreign  banks  have  more  than  doubled  their 
presence  in  the  United  States. 

U.S.  banks,  likewise,  have  extended  their  presence 
overseas  and  have  expressed  heightened  interest  in 
more  actively  participating  in  a  number  of  countries  whose 
international  economic  importance  and  financial  so- 
phistication have  grown  significantly  in  recent  years. 

In  recognition  of  these  developments.  Senator  Jake 
Gam.  Chairman  of  the  Senate  Committee  on  Banking. 
Housing,  and  Urban  Affairs,  introduced  legislation  in 
November  1 983  which  would  require  the  Comptroller  of 


the  Currency,  when  acting  upon  an  application  by  a 
foreign  bank  to  establish  a  federal  branch  or  agency, 
to  consider  the  treatment  of  U.S.  banks  in  the  applicant 
bank's  home  country.  Senator  Garn  requested  an  up- 
date of  the  National  Treatment  Study  in  a  letter  to  the 
Secretary  of  the  Treasury  in  February  1984. 

Sixteen  Markets  Chosen  For  Review 

Sixteen  markets  were  chosen  for  review.  Eight  of  the 
countries  are  members  of  the  Organization  for  Economic 
Cooperation  and  Development  (OECD);  the  other  half 
are  developing  economies 

Six  of  the  OECD  countries  (Australia,  Canada,  Finland, 
Norway,  Portugal,  and  Sweden)  virtually  precluded  any 
meaningful  foreign  bank  entry  at  the  time  of  the  1979 
Report.  Spain  was  just  allowing  new  foreign  bank  entry 
for  the  first  time  in  40  years.  Japan  warranted  another 
look  given  both  the  problems  encountered  by  U.S.  firms 
and  significant  efforts  being  made  to  bring  about  greater 
financial  market  liberalization. 

The  eight  developing  economies — Brazil,  Mexico,  In- 
dia, the  Republic  of  Korea,  the  Philippines,  Thailand, 
Venezuela,  and  Taiwan — all  share  a  common  charac- 
teristic. They  are  increasingly  important  in  the  interna- 
tional market  place  with  progessively  sophisticated  eco- 
nomic and  financial  systems.  Their  banks  have  generally 
pursued  an  active  international  strategy  over  the  past 
five  years,  including  a  substantial  increase  in  their  U.S. 
presence.  The  interest  of  U.S.  banks  in  doing  business 
in  these  markets  has  also  grown  commensurately. 

At  the  time  of  the  1979  Report,  however,  all  except 
the  Republic  of  Korea  and  Taiwan  effectively  precluded 
any  meaningful  new  U.S.  or  other  foreign  bank  entry. 
Existing  U.S.  bank  operations  in  these  markets  were  also 
subject  to  varying  degrees  of  discriminatory  treatment. 

Interagency  Effort 

This  Update  is  the  product  of  three  months  work  by 
representatives  of  the  Departments  of  Treasury  and  State, 
the  Federal  Reserve  Board,  the  Federal  Deposit  Insur- 
ance Corporation,  and  the  Comptroller  of  the  Currency. 
The  Office  of  the  Comptroller  of  the  Currency  had  overall 
responsibility  for  its  preparation.  Basic  information  on 
laws,  regulations,  policies  and  practices  affecting  U.S. 
and  other  foreign  bank  entry  and  operations  in  the  16 
foreign  markets  reviewed  was  supplied  by  the  respec- 
tive U.S.  embassies  and  the  American  Institute  in  Taiwan 
("AIT"),  with  supportive  information  gathered  from  U.S. 
financial  institutions  therein.  A  Federal  Register  notice 
invited  comments  from  interested  parties,  and  a  number 
of  helpful  responses  were  received.  Host  countries,  the 
Taiwan  banking  authorities,  and  foreign  and  domestic 
banking  industry  representatives  were  also  invited  to 


comment  on  drafts  of  the  individual  markets  under  re- 
view. 

The  findings  below  represent  the  views  of  the  De- 
partments of  Treasury  and  State,  the  Federal  Reserve 
Board,  the  Federal  Deposit  Insurance  Corporation  and 
the  Office  of  the  Comptroller  of  the  Currency- 
Findings 

Overall,  the  degree  of  national  treatment  received  by 
U.S.  banks  abroad  has  improved  over  the  past  five  years. 

The  relative  nature  of  these  changes,  i.e.,  an  improve- 
ment over  the  prior  situation,  must  be  emphasized.  Sig- 
nificant improvements  in  a  particular  market  do  not  nec- 
essarily mean  that  national  treatment  has  been 
approached  or  achieved — substantial  areas  of  discrim- 
ination may  still  remain.  Even  though  the  degree  of  na- 
tional treatment  currently  accorded  foreign  banks  in  a 
market  has  improved  since  1 979,  it  may  still  be  less  than 
that  accorded  in  another  market  which  reflects  no  im- 
provement in  an  only  moderately  restrictive  climate.  Fur- 
ther, it  must  be  recognized  that  some  environments, 
despite  now  being  restrictive  of  additional  foreign  bank 
entry,  may  have  a  meaningful  foreign  bank  presence 
resulting  from  more  open  policies  in  prior  years. 

In  four  countries,  Canada,  Finland,  Japan  and  Spain, 
barriers  to  foreign  commercial  banking  activities  have 
been  significantly  reduced.  Japan  has  scheduled  im- 
plementation of  additional  improvements.  Canadian, 
Japanese,  and  Spanish  banking  interests  have  also  con- 
siderably expanded  their  presence  in  the  U.S.  market. 

Proposals  for  significant  improvement  in  the  treatment 
of  foreign  banks  are  being  implemented  in  Norway  and 
Portugal.  Modest  improvements  have  already  been 
achieved  in  the  Republic  of  Korea,  and  recent  proposals 
have  been  made  which  would  more  significantly  reduce 
restrictions  on  foreign  banks.  Expansion  from  Norwe- 
gian and  Portuguese  interests  in  the  U.S.  has  been  mod- 
est, while  that  of  Korean  banks  has  been  more  extensive. 

In  Australia,  India,  and  Taiwan,  minor  irriprovements 
have  been  achieved  in  terms  of  the  overall  levels  of 
restrictions  on  foreign  bank  operations,  although  the 
current  restrictions  are  still  very  substantial.  Australian 
banks  have  expanded  rapidly  in  the  U.S.  market  while 
expansion  by  Indian  and  Taiwan  banks  has  been  mod- 
est. 

Australian  study  commissions  continue  to  recom- 
mend a  limited  and  managed  opening  of  the  Australian 
market.  For  India,  the  reduction  in  restrictions  is  some- 
what offset  by  new  tax  laws  which  discriminate  against 
foreign  banks,  and  by  a  new  entry  policy  under  which 
U.S.  banks  will  probably  be  excluded.  Foreign  banks  in 
Taiwan  have  been  included  in  some  measures  taken  to 
liberalize  the  domestic  financial  market,  and  several 
quantitative  limits  on  foreign  bank  operations  were  also 
raised  in  1983. 

In  Sweden,  no  changes  to  its  closed  market  have 
occurred,  but  legislation  allowing  foreign  entry  is  ex- 
pected by  late  1985.  In  three  other  countries,  Brazil, 
Mexico,  and  Venezuela,  significant  barriers  to  U.S.  bank 
entry  have  remained  unchanged  and  no  progressive 
developments  are  evident.  Other  countries'  banks  have 
been  able  to  enter  Brazil  and  Venezuela  under  reci- 


procity arrangements.  U.S.  and  other  foreign  banks  do, 
however,  hold  a  meaningful  share  of  the  Brazilian  bank- 
ing market.  Banking  interests  from  Sweden  have  ex- 
panded modestly  in  the  United  States,  while  those  from 
the  other  three  have  expanded  considerably. 

In  the  Philippines  and  Thailand,  new  domestic  finan- 
cial measures  have  indirectly  resulted  in  a  modest  de- 
cline in  the  quality  of  competitive  opportunity  for  foreign 
banks.  Philippine  and  Thai  banking  interests  have  in- 
creased their  presence  in  the  U.S.  market.  U.S.  and 
other  foreign  banks  also  hold  a  meaningful  share  of  the 
Philippine  banking  market. 

A  brief  synopsis  of  national  treatment  developments 
since  1979  in  each  of  the  16  markets  follows. 

Synopsis  of  National  Treatment 
Developments  Since  1979 

Australia:  Only  minor  improvement,  but  prospects  for 
additional  foreign  entry.  Foreign  bank  entry  is  presently 
limited  to  minority  participation  in  nearbank  entities.  A 
minor  improvement  was  made  in  June  1984  when  mer- 
chant banks  were  granted  licenses  to  deal  in  the  spot 
foreign  exchange  market.  A  number  of  government  study 
commissions  have  recommended  more  liberal  entry  pol- 
icies since  1979.  The  current  Treasurer  has  supported 
additional  foreign  bank  entry. 

Brazil:  No  improvement.  U.S.  bank  entry  is  excluded 
except  for  minority  participation  in  nearbanks.  Entrants 
from  other  countries  have  been  allowed  under  bilateral 
reciprocity  agreements.  Grandfathered  foreign  bank  op- 
erations are  highly  restricted  and  are  neither  allowed 
new  branches  (except  in  the  rural  frontier),  nor  can  they 
participate  in  mergers  or  acquisitions.  Foreign  bank  as- 
sets presently  represent  about  15  percent  of  total  com- 
mercial bank  assets  in  Brazil.  No  indications  for  im- 
provement are  evident. 

Canada:  Significant  improvement.  The  1980  Bank  Act 
allowed  foreign  banks  to  establish  commercial  banking 
subsidiaries  in  Canada,  subject  to  an  overall  market 
share  ceiling  of  8  percent.  Foreign  bank  entry  via  own- 
ership of  nearbanks  had  been  frozen  over  the  prior  four 
year  period.  The  nearbanks  were  converted  into  banking 
subsidiaries  and  other  foreign  banks  have  established 
subsidiaries  in  Canada.  The  market  share  ceiling  of  8 
percent  has  almost  been  reached  and  in  June  1984  the 
Parliament  enacted  legislation  to  raise  it  to  16  percent. 
The  pace,  however,  of  new  foreign  bank  entry  and  of 
growth  of  established  foreign  bank  operations  are  sub- 
ject to  administrative  controls.  Restrictions  on  funding 
and  leveraging  will  also  remain  in  place. 

Finland:  Significant  improvement.  Until  1980,  Finland 
allowed  foreigners  only  small  minority  interests  in  do- 
mestic banks.  Foreign  banks  may  now  establish  sub- 
sidiaries, although  their  size  is  subject  to  restrictions 
and  they  may  not  expand  by  establishing  branches. 

India:  Overall,  minor  improvement.  New  foreign  bank 
entry,  which  was  previously  prohibited,  is  now  being 
selectively  permitted  based  on  reciprocity  considera- 
tions and  trade  relationships.  New  entrants  from  coun- 
tries (such  as  the  United  States)  already  represented  in 


India  are  unlikely^  A  limited  number  of  branches  for  ex- 
isting foreign  banks  have  recently  been  permitted,  end- 
ing a  prior  freeze  Foreign  banks  have  been  exempted 
from  certain  new,  burdensome  requirements  and  some 
restrictions  have  been  modestly  relaxed.  On  the  neg- 
ative side,  new  laws  have  worsened  the  discriminatory 
tax  treatment  of  foreign  banks. 

Japan  Substantial  progress  has  been  made  toward 
national  treatment  since  1979.  Recent  discussions 
between  the  Treasury  and  the  Japanese  Ministry  of 
Finance,  in  the  Working  Group  on  Yen/Dollar  Exchange 
Rate  Issues,  resulted  in  the  reaffirmation  by  both  sides 
of  their  commitment  to  national  treatment,  as  well  as  the 
announcement  of  a  number  of  measures  that  will  sig- 
nificantly improve  the  regulatory  environment  in  which 
foreign  banks  operate  in  Japan.  Among  the  more  im- 
portant are  allowing  foreign  banks  to  enter  the  trust 
banking  business  and  to  trade  Japanese  public  sector 
securities,  relaxing  controls  on  overseas  yen  lending, 
eliminating  swap  limits  and  liberalizing  the  regulations 
on  yen  certificates  of  deposit  Together  with  the  steps 
announced  in  the  Working  Group's  report,  which  will 
lead  to  freer  use  of  the  yen  internationally  and  the  lib- 
eralization of  Japan's  domestic  financial  system,  and 
the  possible  resolution  of  Texas  banks'  problems  in  en- 
tering the  Japanese  market,  these  measures  should  open 
a  wide  range  of  activities  to  foreign  banks,  and  when 
implemented  they  will  essentially  result  in  US  banks 
receiving  full  national  treatment  in  Japan. 

Republic  of  Korea  Modest  improvement,  but  recent  an- 
nouncement of  very  significant  improvement  over  the 
next  three  years.  Opportunities  for  foreign  banks  were 
modestly  improved  by  permitting  them  additional 
branches  and  allowing  participation  in  joint  ventures  with 
local  firms.  Foreign  banks  are  still  at  a  competitive  dis- 
advantage, however,  as  they  have  no  rediscount  win- 
dow access,  are  subject  to  high  capitalization  require- 
ments, cannot  acquire  title  to  important  types  of  collateral. 
are  precluded  from  certain  banking  activities,  and  can- 
not be  voting  members  of  the  influential  Korean  National 
Banks  Association,  in  April  1984,  Korea  announced  plans 
to  make  significant  reductions  in  most  of  these  restric- 
tions over  the  next  three  years,  committing  themselves 
to  policy  changes  toward  national  treatment 

Mexico:  No  improvement,  (vlexico  remains  closed  to  for- 
eign bank  entry.  The  only  grandfathered  foreign  bank 
in  fvlexico  (a  U.S.  bank)  is  highly  restricted.  Although 
foreign  banks  are  permitted  to  establish  offshore  bank- 
ing facilities  under  restrictive  conditions,  none  have  done 
so. 

Norway.  Significant  improvements  being  implemented. 
June  1984  legislation  has  paved  the  way  for  foreign- 
owned  subsidiaries  m  the  near  future,  ending  Norway's 
ban  on  foreign  bank  entry.  Implementing  regulations  are 
in  place,  but  the  rate  of  entry  to  be  permitted  has  not 
been  determined.  However,  action  taken  to  date  by  Nor- 
way suggests  that  a  significant  opening  of  the  Norwe- 
gian market  will  occur  in  early  1985. 

The  Philippines  Decline  m  competitive  eguality.  Foreign 
bank  entry  continues  to  be  limited  to  minority  interests 


in  existing  Philippine  banks  and  to  the  establishment  of 
Offshore  Banking  Units.  The  four  grandfathered  foreign 
banks  in  the  Philippines,  which  hold  approximately  16 
percent  of  the  domestic  banking  market,  cannot  open 
new  branches  and  are  excluded  from  offering  trust  serv- 
ices, fvlajor  domestic  banks  have  recently  been  granted 
"unibank"  status,  which  permits  a  number  of  additional 
activities.  Unibanks  will  be  able  to  increase  their  com- 
petitive advantage  over  the  existing  foreign  banking  ent- 
ities in  the  Philippines,  which  have  not  been  permitted 
unibank  status, 

Portugal:  Significant  improvements  being  implemented. 
Legislation  passed  in  late  1983  and  early  1984  has  de- 
nationalized the  Portuguese  banking  system  and  is  re- 
opening Portugal  to  foreign  banks.  Foreign  bank  entry 
will  be  phased-in,  beginning  in  the  second  half  of  1984, 
to  avoid  "overbanking."  Although  a  number  of  regula- 
tions governing  operating  conditions  remain  to  be  is- 
sued, the  new  laws  promote  the  principle  of  national 
treatment  The  legislation  states  that  foreign  banks  will 
not  be  discriminated  against  relative  to  domestically- 
owned  competitors.  In  1981,  legislation  also  permitted 
privately-owned  leasing  and  investment  companies,  in- 
cluding those  with  foreign  ownership 

Spain:  Significant  improvement.  1978  legislation  re- 
opened Spam  to  foreign  banks  for  the  first  time  in  40 
years.  Foreign  banks  now  have  over  8  percent  of  the 
domestic  market  Each  foreign  bank  is,  however,  limited 
to  three  branches  in  Spam.  Foreign  banks  are  also  sub- 
ject to  discriminatory  restrictions  which  limit  their  retail 
banking  activities  and  ability  to  take  equity  positions  in 
domestic  firms. 

Sweden:  No  change,  but  prospects  for  improvement. 
Sweden  continues  to  be  closed  to  foreign  bank  entry. 
The  government  has  appointed  a  commission  whose 
recommendations  are  due  before  year-end;  Swedish 
officials  expect  the  recommendations  will  lead  to  leg- 
islation in  late  1985  to  permit  entry  by  foreign  banks. 

Thailand:  Deterioration.  Foreign  banks  presently  in  Thai- 
land are  allowed  to  play  only  a  small  role  in  the  domestic 
banking  system  and  no  new  entrants  have  been  allowed 
since  1978.  A  1979  law  requiring  diversified  ownership 
of  nonbank  financial  companies  has  further  reduced 
foreign  bank  opportunities  in  Thailand. 

Venezuela:  No  improvement.  Only  banks  from  the  An- 
dean Pact  and  other  approved  Latin  American  countries 
are  permitted  entry  into  Venezuela.  Other  foreign  banks 
presently  in  Venezuela  are  prohibited  from  expanding 
and  are  subject  to  severe  operating  constraints. 

Taiwan:  Minor  improvement.  Foreign  banks  have  been 
included  m  some  of  the  cautious  moves  taken  over  the 
past  four  years  to  liberalize  Taiwan's  domestic  banking 
system.  A  number  of  quantitative  limits  on  foreign  bank 
operations  were  also  raised  in  1983.  Fourteen  U.S.  banks 
each  operate  a  branch  in  Taiwan,  an  increase  of  five 
since  the  1979  Report.  Entry  into  Taiwan  is  highly  re- 
stricted, however,  and  is  limited  to  one  branch  per  bank. 
Foreign  banks  operating  in  Taiwan  still  do  so  at  a  ma- 
terial competitive  disadvantage  relative  to  domestic 
banks. 


Preface 


Purpose  of  this  Update 

This  Update  results  from  a  letter,  dated  February  2, 
1984,  from  the  Honorable  Jake  Gam,  Chairman  of  the 
Senate  Committee  on  Banking,  Housing,  and  Urban  Af- 
fairs to  the  Honorable  Donald  T.  Regan,  Secretary  of  the 
Treasury,  requesting  an  update  of  the  September  1979 
"Report  to  Congress  on  Foreign  Government  Treatment 
of  U.S.  Commercial  Banking  Organizations"  (hereafter 
referred  to  as  the  "1979  Report").  Senator  Garn  had  also 
introduced  legislation  (S.  2193)  on  November  18,  1983 
which  would  require  the  Comptroller  of  the  Currency, 
when  acting  upon  an  application  by  a  foreign  bank  to 
open  a  U.S  office,  to  consider  the  treatment  of  U.S. 
banks  in  the  applicant  bank's  home  country 

The  1979  Report,  commonly  referred  to  as  the  "Na- 
tional Treatment  Study,"  was  mandated  by  Section  9  of 
the  International  Banking  Act  of  1978  which  required 
the  Secretary  of  the  Treasury,  in  conjunction  with  the 
Department  of  State,  the  Federal  Reserve  Board,  the 
Comptroller  of  the  Currency,  and  the  Federal  Deposit 
Insurance  Corporation,  (o  conduct  a  study  of  the  extent 
to  wnich  U.3.  banks  were  denied,  whether  by  law  or 
practice,  equality  of  competitive  opportunity  in  con- 
ducting banking  operations  abroad.  The  1979  Report 
reviewed  the  degree  of  national  treatment  accorded  US 
banks  in  140  countries  and  Taiwan,  including  in-depth 
analyses  for  21  individual  and  six  groups  of  countries 

Secretary  Regan  and  Chairman  Garn  agreed  that  the 
scope  of  this  Update  would  be  limited  to  a  description 
of  the  extent  of  national  treatment  currently  afforded  U.S. 
banks  in  16  markets:  Australia,  Brazil,  Canada,  Finland, 
India,  Japan,  RepuDlic  of  Korea,  Mexico,  Norway,  the 
Philippines,  Portugal,  Spain,  Sweden,  Thailand,  Vene- 
zuela, and  Taiwan.  In  general,  these  16  represent  mar- 
kets where  U.S  banks  desire  an  active  presence  but 
where  national  treatment  was  denied  (to  varying  de- 
grees) in  1979 


Companion  Volume  to  the  1979  Report 

This  Update  should  be  viewed  as  a  companion  volume 
to  the  1979  Report.  Although  almost  five  years  have 
passed  since  completion  of  that  Report,  its  overall  con- 
clusions and  recommendations  and  the  individual  coun- 
try assessments  provide  a  useful  analytical  framework 
to  measure  progress  made  in  the  16  markets  reviewed 
in  this  Update. 

Readers  may  wish  to  consult  chapters  1  through  7  of 
the  1979  Report  for  a  thorough  discussion  of  national 
treatment  concepts,  entry  and  operating  restrictions,  and 
historical  details  on  U.S.  bank  activities  abroad. 

The  1979  Report  contained  chapters  on  ten  of  the 
countries  covered  by  this  Update.  Those  chapters  may 
be  employed  as  reference  material.  Six  markets  covered 
in  this  Update  (Finland.  Norway,  the  Philippines,  Por- 


tugal, Thailand,  ana  Taiwan)  did  not  receive  chapters 
in  the  1979  Report.  Chapter  29  on  the  Andean  Pact 
nations  may  be  helpful  in  connection  with  the  chapter 
on  Venezuela.  This  Update  does  not  specifically  review 
official  efforts  to  secure  better  treatment  abroad  for  US. 
banks  in  individual  markets.  Chapter  36  of  the  1979 
Report,  which  discusses  remedial  approaches  to  host 
governments  and  Taiwan,  may  also  be  useful  as  back- 
ground. 

Organization  of  this  Update 

The  Summary  and  Conclusions  have  been  placed  at 
the  front  of  this  volume  for  the  convenience  of  the  reader 
and  include  a  synopsis  of  national  treatment  develop- 
ments since  1979  in  each  of  the  16  markets  reviewed. 

Chapter  1  of  this  Update  briefly  reviews  various  na- 
tional treatment  concepts  and  the  types  of  entry  and 
operating  restrictions  typically  encountered  by  U.S.  banks 
abroad.  It  contains  a  distillation  of  Chapters  1  through 
7  of  the  1979  Report  and  expands  upon  the  concepts 
somewhat  in  light  of  changing  circumstances  around 
the  world. 

Chapters  2  through  1 7  consist  of  a  national  treatment 
review  for  each  of  the  1 6  markets  chosen  for  this  Update. 
Significant  attention  is  devoted  to  changes  in  treatment 
since  1979,  as  well  as  the  current  degree  of  equality  of 
competitive  opportunity  accorded  foreign  banks.  Each 
chapter  consists  of  two  main  sections:  "Summary  As- 
sessment" and  "National  Treatment  Review." 

The  "Summary  Assessment"  briefly  reviews  present 
entry  and  operating  restrictions,  notes  significant  na- 
tional treatment  developments  since  1 979,  and  provides 
information  regarding  U.S.  bank  presence  in  the  partic- 
ular market  and  the  presence  of  banks  from  that  market 
in  the  United  States. 

The  "National  Treatment  Review"  has  four  subparts: 

•  "Summary  of  the  1979  Report"  provides  a  brief 
synopsis  of  the  degree  of  national  treatment  ac- 
corded U.S.  and  other  foreign  banks  reported  in 
1979: 

•  "Domestic  Banking  System"  briefly  reviews  the 
salient  features  of  the  organization  and  structure 
of  the  domestic  banking  system.  This  section  is 
relatively  detailed  for  the  six  markets  (Finland, 
Norway,  the  Philippines,  Portugal,  Thailand,  and 
Taiwan)  which  were  not  reviewed  in  an  individual 
chapter  in  the  1 979  Report.  For  the  remaining  ten 
countries,  information  is  intended  to  supplement 
and  update  the  descriptions  provided  in  the  1 979 
Report: 

•  "Key  Developments  Since  1979"  lists  significant 
changes  in  domestic  laws,  regulations,  or  prac- 
tices which  have  either  directly  or  indirectly  af- 
fected the  degree  of  national  treatment  and  equality 


of  competitive  opportunity  accorded  US.  and  other 
foreign  banks;  and 

•  "Treatment  of  US.  and  Other  Foreign  Banks"  pro- 
vides a  detailed  review  of  current  entry  and  op- 
erating restrictions  faced  by  foreign  banks,  as 
well  as  information  concerning  prospective 
changes. 

Appendix  I  contains  copies  of  the  correspondence 
leading  to  the  preparation  of  this  Update. 

Appendix  II  reprints  the  conclusions  from  the  1979 
Report. 

Appendix  III  acknowledges  the  contributions  of  the 
many  people  whose  efforts  were  necessary  to  produce 
this  Update 

Commitment  to  National  Treatment 

The  United  States  has  historically  been  a  strong  ad- 
vocate of  national  treatment  and  the  free  international 
movement  of  goods,  services,  and  capital.  National 
treatment  and  equality  of  competitive  opportunity  offer 
the  best  hope  of  achieving  economic  efficiency  and 
worldwide  economic  prosperity. 

This  Administration  has  spoken  directly  and  publicly 
on  this  matter  on  numerous  occasions. 

In  November  9,  1981  testimony  before  the  Subcom- 
mittee on  International  Finance  and  Monetary  Policy  of 
the  Senate  Committee  on  Banking,  Housing  and  Urban 
Affairs,  former  Treasury  Assistant  Secretary  Marc  E.  Le- 
land  discussed  the  Administration's  views: 

Internationally,  our  objective  has  been  to  secure 
national  treatment  for  American  banks  operating 
abroad,  namely  that  they  be  able  to  compete  in 
foreign  markets  on  a  basis  of  equality  of  opportunity 
with  local  banks.  We  believe  this  is  a  workable  prin- 
ciple, it  removes  discrimination  and,  handled  in  the 
context  of  regulatory  issues  and  prudential  consid- 
eration, is  fair  and  pragmatic.  .  .  , 

On  September  9,  1983,  President  Reagan  issued  a 
statement  on  international  investment  that  affirmed  con- 
tinuing U.S.  support  for  the  policy  of  national  treatment; 

The  basic  tenet  for  treatment  of  investment  is  the 
national  treatment  principle;  foreign  investors  should 
be  treated  no  less  favorably  than  domestic  investors 
in  like  situations. 

The  President  also  stated  in  his  proclamation  desig- 
nating the  week  beginning  May  20,  1 984  as  World  Trade 
Week; 

.  ,  .  protectionism  in  one  country  only  provokes  re- 
taliation and  invites  protectionism  in  others.  Inter- 
national tension  grows,  the  flow  of  trade  is  dimin- 
ished, and  the  world  economy  contracts.  Free  and 
fair  trade  benefits  all  nations.  For  this  reason,  the 
United  States  is  committed  to  policies  promoting 
unrestricted  trade  and  investment  consistent  with 
our  security  interests. 

In  a  December  1983  U.S.  Government  submission  to 
the  General  Agreement  on  Tariffs  and  Trade,  entitled 
"U.S.  National  Study  on  Trade  in  Services,"  the  principle 


of  national  treatment  as  to  banking  and  related  financial 
services  is  supported  without  reservation; 

The  United  States  is  strongly  committed  to  the  prin- 
ciple of  national  treatment,  including  right  of  estab- 
lishment, both  at  home  and  in  the  treatment  U.S. 
banks  receive  from  foreign  governments.  Just  as 
the  U.S.  grants  national  treatment  to  foreign  banks, 
our  goal  is  that  foreign  governments  grant  national 
treatment  to  U.S.  banks. 

Established  U.S.  policy  is  reflected  in  the  Code  of 
Liberalization  of  Capital  Movements  of  the  Organization 
for  Economic  Cooperation  and  Development  (OECD)  to 
which  the  United  States  subscribes  by  executive  agree- 
ment. In  addition,  for  the  past  two  years,  representatives 
of  the  U.S.  Treasury,  Comptroller  of  the  Currency  and 
Federal  Reserve  Board  have  been  working  with  the 
OECD's  Committee  on  Financial  Markets  to  produce  a 
comprehensive  report,  to  be  published  by  the  end  of 
June  1984,  on  national  treatment  issues  in  banking  in 
the  24  member  countries. 

Understandably,  concerns  may  arise  when  a  country 
keeps  its  borders  open  to  foreign  competition  while  others 
refuse  to  do  likewise.  The  International  Banking  Act  of 
1978  explicitly  preserved  national  treatment  and  equal- 
ity of  competitive  opportunity  for  foreign  banks  operating 
in  the  United  States,  both  from  a  conviction  that  foreign 
bank  competition  is  healthy  for  the  U.S.  financial  system 
and  from  the  conviction  that  those  nations  not  previously 
extending  national  treatment  would  recognize  the  ben- 
efits of  foreign  competition  and  end  discrimination  against 
U.S.  banks  operating  abroad.  This  Update  might  also 
be  useful,  therefore,  to  determine  whether  the  latter  con- 
viction was  correct,  whether  a  change  in  U.S.  policy 
might  be  warranted,  or  whether  other  means  ought  to 
be  employed  to  assure  a  reduction  in  international  im- 
pediments to  additional  competition. 

Three  General  Observations 

This  Update  found  that  the  degree  of  national  treatment 
received  by  U.S.  banks  in  a  majority  of  the  markets 
studied  is  improving.  In  addition  to  these  findings,  an 
analytical  look  at  national  treatment  developments  in 
these  1 6  markets,  in  conjunction  with  the  other  1 25  coun- 
tries reviewed  in  the  1979  Report,  leads  to  three  other 
general  observations. 

1 .  There  seems  to  be  a  point  in  the  development  of 
indigenous  banking  systems  where  an  increase  in  for- 
eign banl^ing  presence  is  perceived  in  the  host  markets 
more  as  a  useful  spur  to  domestic  banking  efficiency 
than  unwelcome  competition. 

Although  there  continue  to  be  exceptions,  prospects 
for  improved  treatment  of  foreign  banks  generally  in- 
crease as  indigenous  banking  systems  develop  in  their 
relative  degree  of  financial  sophistication  and  as  do- 
mestic banks  seek  to  become  more  active  internation- 
ally, especially  with  trading  partners  and  geographic 
neighbors.  It  is,  thus,  not  surprising  that  many  of  the 
largest  industrialized  countries  generally  granted  na- 
tional treatment  to  U.S.  and  other  foreign  banks  at  the 
time  of  the  1979  Report. 


National  treatment  developments  in  the  16  markets 
reviewed  in  this  Update,  chosen  because  they  were 
reported  to  be  restricted,  tend  to  confirm  this  obser- 
vation. Improvements  have  occurred,  or  are  in  prospect, 
in  every  industrialized  country  previously  considered  to 
be  restrictive.  Canada  allowed  foreign  banks  to  form 
subsidiaries  in  1980:  Japan  had  begun  to  grant  more 
liberal  treatment  in  1979  and  further  improvements  have 
taken  place  since;  Spain  was  re-opened  to  foreign  banks 
in  1978  and  Finland  in  1984,  Portugal  and  Norway  are 
finalizing  rules  which  will  permit  foreign  bank  entry  within 
months  Australia  has  been  moving  slowly  towards  greater 
opportunities  for  foreign  banks.  Sweden  is  seriously  con- 
sidering recommendations  to  liberalize  foreign  bank  en- 
try, and  prospects  are  reasonably  good  that  significant 
developments  will  take  place  within  the  next  two  years. 

Similar  developments  are  also  evident  in  some  of  the 
developing  economies  reviewed.  The  Republic  of  Korea 
is  perhaps  the  best  example.  The  measures  promised 
on  April  20,  1984  represent  a  significant  improvement 
in  the  treatment  of  foreign  banks,  although  important 
restrictions  will  continue  to  exist.  Lesser  movements  ap- 
pear elsewhere.  India's  banks  are  now  establishing  an 
international  presence,  and  treatment  of  foreign  banks 
in  India  is  improving.  Venezuela  has  permitted  some 
new  entry,  but  only  by  banks  from  selected  Latin  Amer- 
ican countries. 

No  material  improvement,  however,  has  been  forth- 
coming in  Brazil  or  Mexico.  Some  deterioration  in  equal- 
ity of  competitive  opportunity  has  occurred  in  the  Phil- 
ippines and  Thailand  as  a  result  of  changes  in  their 
domestic  financial  systems.  In  Taiwan,  however,  changes 
in  the  domestic  financial  system  have  led  to  a  minor 
improvement  in  national  treatment. 

It  should  be  noted  that  foreign  banks  do  play  a  sig- 
nificant role  in  the  financial  markets  of  some  of  these 
developing  economies  through  grandfathered  opera- 
tions For  example,  a  U.S.  bank  is  one  of  the  largest  in 
both  Brazil  and  the  Philippines.  Foreign  banks  also  hold 
16  percent  of  the  commercial  banking  market  in  the 
Philippines  and  about  15  percent  in  Brazil.  It  is  the  cur- 
rent restrictive  posture  toward  increased  entry  and  op- 
erational freedom  that  is  significant  in  this  context. 

In  addition,  a  comparison  of  the  maturity  and  open- 
ness of  the  financial  markets  of  geographic  neighbors 
and  major  trading  partners  seems  warranted.  India  and 
Thailand,  for  example,  have  neighbors  whose  financial 
systems  are  relatively  less  mature  and  sophisticated.  In 
contrast,  the  Scandinavian  and  Iberian  countries  are 
part  of  the  increasingly  multinational  Western  European 
financial  market,  and  they  are  moving  to  catch  up  with 
their  neighbors  in  openness  to  international  competition. 

A  final  point  to  be  raised  in  this  connection  concerns 
the  relative  size  and  sophistication  of  domestic  financial 
systems  and  institutions.  A  small  country  with  a  relatively 
unsophisticated  financial  system  may  have  concerns, 
whether  justified  or  not,  about  losing  control  over  mon- 
etary policy  and  the  manner  in  which  credit  will  be  al- 
located were  it  to  open  its  doors  to  foreign  banks.  These 
fears  arise  despite  the  benefits  that  the  country  may 
receive  from  increased  banking  competition  and  effi- 
ciency, sophisticated  domestic  and  trade  financial  tech- 
niques, capital  inflows,  and  jobs. 


These  factors  all  combine  to  create  perceptions  within 
a  market  about  foreign  banking  presence.  These  per- 
ceptions change  over  time  as  the  domestic  financial 
system  and  institutions  become  more  sophisticated,  more 
efficient  and  more  internationally-minded,  and  in  gen- 
eral, become  more  positive  toward  foreign  banks. 

2.  Extensive  internal  debate  may  slow  the  process  of 
achieving  modification  of  banking  laws,  regulations,  and 
practices. 

In  some  markets,  the  process  has  been  slow  for  se- 
curing changes  in  the  extent  of  national  treatment  ac- 
corded U.S.  and  other  foreign  banks.  A  number  of  ex- 
amples can  be  cited  from  the  16  markets  reviewed. 
Passage  of  the  1980  Canadian  Bank  Act  followed  four 
years  of  debate  The  Campbell  Commission  first  started 
to  examine  Australian  policy  towards  foreign  banks  in 
1979.  The  internal  policy  debate  in  India  regarding  the 
appropriate  role  for  foreign  banks  has  been  ongoing 
since  1969.  The  April  20,  1984  announcement  by  the 
Republic  of  Korea  followed  four  years  of  study  com- 
mission work  and  deliberation,  and  successive  govern- 
ments have  appointed  commissions  to  recommend 
changes  in  Sweden's  policies  towards  foreign  banks. 

It  is  also  important  to  note  that  improvements  in  the 
extent  of  national  treatment  eventually  implemented  in 
a  market  are  not  necessarily  predictable  by  proposals, 
and  positive  trends  may  be  reversed.  This  has  been 
particularly  true  in  Australia  and  Canada. 

In  Australia,  foreign  bank  entry  was  on  the  verge  of 
being  permitted  before  a  change  in  the  party  in  power 
in  1983.  In  Canada,  proposed  legislation  to  double  the 
ceiling  on  foreign  banks'  market  share  was  introduced 
in  April  1984.  Prospects  for  passage  varied  consider- 
ably over  the  next  three  months,  until  the  bill  passed 
duhng  the  last  week  of  the  legislative  session  The  new 
law  is  disappointing  relative  to  the  legislative  recom- 
mendation nine  months  ago  that  the  ceiling  be  removed 
entirely,  and  actual  expansion  of  foreign  bank  presence 
remains  subject  to  administrative  controls. 

Although  progressive  legislation  may  be  enacted,  it 
may  be  impossible  to  immediately  assess  the  actual 
effects  on  foreign  banks.  A  legislative  action  might  only 
articulate  policy,  while  another  may  be  needed  for  im- 
plementation. Regulations  are  proposed  and  then  re- 
vised, perhaps  a  number  of  times,  before  finally  being 
issued.  Individual  foreign  banks  may  not  immediately 
apply  for  government  approval  for  entry  or  newly  au- 
thorized powers. 

Those  analyzing  national  treatment  for  U.S.  banks 
abroad  may  accordingly  need  to  review  progress  over 
periods  measured  in  years,  not  months.  Optimism  which 
might  be  engendered  by  trends,  recommendations,  pro- 
posals, or  even  individual  actions  must  be  tempered 
until  a  meaningful  record  of  actual  results  has  occurred. 
It  would,  therefore,  be  appropriate  that  conclusions  on 
individual  markets  and  on  broader-based  trends  be 
monitored  over  time  and  reviewed  in  light  of  subsequent 
developments. 

3.  The  willingness  of  the  United  States  to  take  ap- 
propriate action  to  achieve  more  openness  and  com- 
petition in  foreign  markets  has  contributed  to  progress 


in  achieving  improvements  in  national  treatment  for  U.S. 
banks. 

Although  securing  changes  in  the  extent  of  national 
treatment  accorded  U.S.  banks  may  take  time,  appro- 
priate bilateral  and  multilateral  U.S.  Government  efforts 
—  including  the  possibility  of  changes  in  U.S.  policies 
towards  foreign  banks  if  necessary  —  may  considerably 
speed  the  process. 

The  U.S.  Government's  desire  to  obtain  national  treat- 
ment for  U.S.  banks  abroad  has  been  consistently  and 
publicly  articulated.  Chairman  Gam's  November  1983 
bill  and  this  Update  also  reflect  official  concern  that  U.S. 
banks  be  given  fair  opportunities  in  other  markets.  Al- 
though discussions  between  and  among  governments 
are  often  conducted  with  little  public  awareness,  the 
serious  negotiations  between  the  U.S.  Treasury  and  both 
the  Republic  of  Korea  and  Japan  are  exceptions. 

The  results  of  the  intensive  discussions  recently  con- 
cluded with  the  Japanese  are  detailed  in  the  published 
Report  of  the  Japanese  Ministry  of  Finance — U.S.  Treas- 
ury Working  Group  on  Yen/Dollar  Exchange  Rate  Issues. 
A  summary  of  relevant  portions  is  contained  in  this  Up- 
date's  chapter  on  Japan.  Both  public  and  confidential 
U.S.  Government  efforts  through  bilateral  and  multilat- 
eral channels  appear  to  have  contributed  to  the  prog- 
ress reported  in  this  Update, 

Continued  U.S.  Government  attention  is  warranted  to 
assure  future  progress  in  achieving  national  treatment 
for  US.  banks  abroad.  The  three  recommendations  of 
the  1 979  Report  thus  appear  as  valid  today  as  they  were 
then; 

1.  Since  U.S.  banks  generally  receive  equitable 
treatment  abroad,  remedial  efforts  should  be  di- 
rected to  areas  in  which  U.S.  banks  do  not  receive 
national  treatment  and  competitive  equality.  Where 
such  efforts  are  necessary,  departments  and  agen- 
cies of  the  U.S.  Government  should  bring  pressures 
to  bear,  as  appropriate,  for  remedial  action. 

2.  Because  the  principle  of  national  treatment  lays 
the  best  foundation  for  further  growth  of  interna- 
tional banking  and  efficient  capital  markets,  broad 
support  for  this  principle  should  continue.  The  United 
States  should  use  the  many  opportunities  pre- 
sented by  formal  and  informal  bilateral  contacts  and 
multilateral  forums  such  as  the  OECD,  in  which  broad 
investment  issues  are  discussed,  to  encourage  ad- 
herence to  this  principle,  while  recognizing  that  tra- 
ditions, current  policy  concerns  and  financial  struc- 
tures vary  widely  across  countries. 

3.  The  Department  of  the  Treasury,  in  collabo- 
ration with  other  U.S.  Government  agencies,  should 
direct  continuing  review  and  maintenance  of  infor- 
mation of  official  policies,  practices,  and  regulatory 


and  legislative  developments  affecting  operations 
of  U.S.  banks  in  foreign  countries.  This  would  en- 
able the  identification  of  important  problems  and 
determination  of  the  need  for  remedial  efforts.  The 
Departments  of  State  and  Treasury  should  continue 
the  implementation  of  these  remedial  efforts  pro- 
grams. 

Concluding  Comments 

Unlike  the  1979  Report,  this  Update  does  not  present 
formal  recommendations.  Because  Chairman  Gam  in- 
dicated his  desire  to  have  current  information  within  a 
comparatively  short  period  of  time  and  to  hold  hearings 
on  possible  changes  to  applicable  U.S.  statutes,  this 
Update  has  been  limited  by  design  to  serve  as  the  back- 
ground for  further  executive  and  legislative  delibera- 
tions. 

As  with  any  review  of  laws,  regulations,  official  policy, 
and  practices,  certain  limitations  of  the  data  must  be 
acknowledged.  Due  to  the  limited  timeframe  for  prep- 
aration of  this  Update,  it  is  based  upon  information  read- 
ily available  as  of  May  1984.  The  basic  information  was 
provided  by  U.S.  diplomatic  posts  in  the  countries  under 
review  and  AIT  in  Taiwan,  and  from  information  available 
in  the  departments  and  agencies  involved  in  the  prep- 
aration of  the  Update.  Time  constraints  did  not  allow  for 
the  use  of  a  questionnaire  to  U.S.  banks  with  overseas 
operations,  a  procedure  followed  in  1979.  A  notice  in 
the  Federal  Register  requested  public  input;  the  Bankers 
Association  for  Foreign  Trade,  the  Institute  of  Foreign 
Bankers,  the  American  Bankers  Association,  and  sev- 
eral individual  banks  provided  useful  information  and 
comments.  The  chapter  on  Japan  is  also  based  on  the 
recently  concluded  negotiations  between  the  U.S. 
Treasury  and  the  Japanese  Ministry  of  Finance;  the  draft 
chapters  on  other  markets  were  distributed  to  pertinent 
U.S.  embassies  and  host  governments  (as  well  as  AIT 
and  the  Taiwan  authorities)  in  early  May  for  comment. 

An  additional  limitation  arises  from  the  volatility  of  the 
banking  conditions  themselves.  Several  markets  under 
review  were  subject  to  legislative  proposals  or  changing 
regulations  that  would  affect  national  treatment.  These 
ongoing  developments  may,  therefore,  rapidly  make  ob- 
solete some  of  the  data  contained  in  this  volume. 

Despite  these  limitations,  it  is  hoped  that  this  Update 
will  prove  useful  in  better  understanding  the  current  con- 
ditions under  which  U.S  banks  operate  overseas  and 
some  of  the  changes  that  have  occurred  and  progress 
that  has  been  made  in  the  almost  six  years  since  the 
International  Banking  Act  of  1978  was  enacted. 

Alan  Herlands 
Study  Director 
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1 .    National  Treatment  Concepts 


The  International  Banking  Act  of  1978  explicitly  pre- 
served national  treatment  and  equality  of  competitive 
opportunity  for  foreign  banks  operating  in  the  United 
States,  not  only  from  the  conviction  that  foreign  bank 
competition  is  healthy  for  the  U.S.  financial  system,  but 
also  from  the  conviction  that  those  nations  not  previously 
extending  national  treatment  would  recognize  the  ben- 
efits of  foreign  bank  competition  and  end  discrimination 
against  U.S.  banks  operating  abroad. 

This  chapter  briefly  reviews  the  concepts  of  national 
treatment,  equality  of  competitive  opportunity,  and  re- 
ciprocity. It  then  discusses  the  more  prevalent  types  of 
entry  and  operating  restrictions  encountered  by  U.S. 
banks  abroad.  The  chapter  concludes  with  a  section  on 
how  national  treatment  is  assessed,  and  the  reasons 
why  some  nations  have  decided  for,  and  others  against, 
a  policy  of  national  treatment.  This  chapter  is  essentially 
a  distillation  of  chapters  1  through  7  of  the  1 979  "Report 
to  Congress  on  Foreign  Government  Treatment  of  U.S. 
Commercial  Banking  Organizations."  This  chapter  has 
expanded  upon  some  points  to  reflect  recent  changes 
in  the  world's  financial  markets. 


National  Treatment  and  Reciprocity 

The  terms  "national  treatment"  and  "reciprocity"  and 
the  concepts  underlying  them  are  worthy  of  explanation 
to  avoid  misinterpretation  of  individual  country  chapters. 

National  Treatment:  Equality  of  Competitive 
Opportunity 

Congress'  primary  purpose  in  enacting  the  International 
Banking  Act  of  1978  (IBA)  was  to  establish  a  federal 
regulatory  framework  governing  entry  and  operations  of 
foreign  banks  that  would  be  nondiscriminatory  in  its  ef- 
fects on  domestic  and  foreign  banks  and  that  would 
afford  foreign  banks  equality  of  competitive  opportunity 
vis-a-vis  domestic  institutions  in  similar  circumstances. 

A  policy  of  national  treatment,  as  embodied  in  the 
IBA,  entails  a  pragmatic  effects-oriented  test  for  as- 
sessing the  overall  legal  and  regulatory  climate  affecting 
foreign  banks  in  a  given  country.  The  test  is  met  if  foreign 
banks  are  allowed  to  compete  on  essentially  equal  terms 
with  domestic  institutions  in  the  host  country,  even  if 
some  specific  regulations  or  requirements  applied  to 
foreign  banks  differ  from  those  applicable  to  domestic^ 
banks. 

Equality  of  competitive  opportunity  is  a  principle  to 
be  followed,  not  a  numeric  standard  to  be  rigidly  ad- 
hered to  based  upon  the  number  of  banks,  offices,  or 
assets  of  foreign  versus  domestic  banks  Whether  for- 
eign banks,  individually  or  as  a  group,  are  successful 
in  taking  advantage  of  competitive  opportunities  is  not 
at  issue. 


De  Jure  National  Treatment 

The  effects-oriented  approach  recognizes  that  rigid  ap- 
plication of  identical  laws  or  regulations  to  both  foreign 
and  domestic  banks  may,  in  a  particular  set  of  circum- 
stances, result  in  a  disadvantage  to  one  or  the  other. 
Thus,  results  of  an  effects-oriented  competitive  equality 
analysis  may  differ  in  some  cases  from  a  form  of  national 
treatment  analysis  which  evaluates  equality  of  regulation 
from  a  strictly  legal  point  of  view.  Equality  of  competitive 
opportunity  may  be  lacking  in  some  cases  even  though 
national  treatment  in  a  strict,  de  jure  sense,  is  satisfied. 


Reciprocity  Strictly  Applied 

Some  countries  have  adopted  reciprocity  as  a  guiding 
principle  governing  their  treatment  of  foreign  banks.  Two 
types  of  reciprocity  are  commonly  employed:  reciprocity 
of  entry  and  reciprocity  of  operations.  Under  the  first, 
practitioners  typically  focus  on  numbers  of  banks  when 
setting  standards,  i.e.,  the  number  of  their  banks  in  the 
home  country  of  the  applicant  compared  to  the  number 
of  banks  from  that  country  already  in  their  own. 

A  nation  applying  the  second  type  of  reciprocity — 
reciprocity  of  banking  powers — restricts  a  bank  from 
another  nation  to  conducting  only  those  activities  which 
the  government  of  the  second  nation  allows  foreigners 
to  conduct  in  its  own  territory.  When  two  nations  apply 
this  principle  bilaterally,  restrictions  are  imposed  from 
both  sides,  leaving  the  least  common  denominator  of 
activities  allowable  in  each. 

During  hearings  on  the  IBA,  it  was  recognized  that  a 
policy  based  on  reciprocity  could  create  an  administra- 
tive nightmare,  requiring  enforcement  of  different  sets 
of  rules  for  banks  from  different  countries.  Since  a  policy 
of  reciprocity  entails  reacting  to  regulations  or  restric- 
tions imposed  by  other  governments,  it  also  implies  a 
critical  loss  of  control  by  the  domestic  authority  over  the 
regulatory  rules  and  structures  applicable  to  banks  op- 
erating within  its  own  territory. 


Reciprocity  of  National  Treatment 

The  IBA  does  not  incorporate  a  policy  of  reciprocity  of 
national  treatment  whereby  the  United  States  would  al- 
low entry  and  accord  national  treatment  only  to  foreign 
banks  from  countries  according  U.S.  banks  entry  and 
national  treatment. 

Nonetheless,  achieving  national  treatment  in  other 
countries  is  clearly  a  major  goal  of  US  policy.  The  Sen- 
ate, in  its  report  on  the  IBA,  explicitly  noted  its  strong 
belief  that  the  U.S.  Government,  "in  light  of  the  sub- 
stantial privileges  enjoyed  by  foreign  banks  in  the  U.S., 
should  seek  to  secure  national  treatment  for  our  banks 
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abroad  as  well  "'  U.S.  Governmental  officials  hiave  re- 
peatedly articulated  this  goal. 

Senator  Garn  introduced  legislation  (8.  2193)  on  No- 
vember 18,  1983  whiich,  if  adopted,  would  require  the 
Comptroller  of  the  Currency  to  consider  the  treatment 
of  U.S.  banks  in  the  applicant  bank's  home  country  when 
acting  upon  an  application  by  a  foreign  bank  to  open 
a  U.S.  office. 

Entry  and  Operating  Restrictions 

Official  constraints  on  foreign  banks  can  take  the  form 
of  entry  restrictions  or  restraints  on  the  operations  of 
banks  already  established  in  the  host  country's  market. 
In  evaluating  these  constraints,  it  is  necessary  to  assess 
the  effects  of  laws,  regulations,  policies,  administrative 
practices  and  other  factors  affecting  the  overall  regu- 
latory climate. 

Entry  Restrictions 

Each  host  government  determines  the  types  of  foreign 
bank  operations  it  will  permit,  ranging  from  limited  pur- 
pose representative  offices  to  full  service  commercial 
banks.  Desired  forms  of  entry  may  vary  from  bank  to 
bank  and  from  country  to  country  depending  upon  busi- 
ness strategy  considerations  and  host  country  laws  and 
banking  structure.  While  few  countries  have  completely 
open  or  closed  entry  policies,  nearly  all  countries  impose 
some  constraints  on  entry  choices. 

Limiting  foreign  banks  to  representative  offices  is  the 
most  restrictive  form  of  entry  constraint,  aside  from  com- 
plete prohibition.  Representative  offices  are  generally 
prohibited  from  performing  any  banking  operations.  They 
do,  however,  offer  opportunities  for  contacts  with  foreign 
firms  and  provide  a  means  of  establishing  name  rec- 
ognition for  parent  banks  in  the  foreign  market. 

Some  countries  permit  foreign  banks  to  establish  off- 
shore banking  centers  with  tax  and  other  benefits  to 
better  compete  for  trade-related  and  international  fi- 
nancial business — International  Banking  Facilities  in  the 
United  States  are  a  case  in  point.  Other  nations,  how- 
ever, have  used  offshore  banking  units  as  a  means  to 
limit  foreign  banks  to  international  activities. 

Branches  are  the  most  important  form  of  U.S.  banking 
presence  abroad  in  terms  of  both  numbers  and  assets. 
Branches  are  preferred  by  most  banks  because  they 
are  flexible,  less  costly,  and  allow  the  parent  to  exercise 
direct  control  over  its  banking  operations  abroad. 

There  are  several  reasons  why  U.S.  banks  may  desire 
to  acquire  or  establish  foreign  subsidiaries.  In  some 
cases,  branch  entry  is  prohibited.  In  other  situations, 
U.S.  banks  may  desire  to  establish  a  subsidiary  in  order 
to  engage  in  activities  (such  as  securities  underwriting) 
which  U.S.  law  would  prohibit  for  the  parent  bank  or  its 
foreign  branches.  In  other  cases,  banks  may  choose  to 
open  subsidiaries  because  the  host  country  allows  them 
to  engage  in  activities  prohibited  to  foreign  bank  branches. 

U.S.  banks  may  also  wish  to  enter  a  foreign  market 
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by  purchasing  an  existing  indigenous  bank  with  name 
recognition  and  an  established  customer  base.  Such 
action  would  allow  the  purchaser  to  enter  a  new  market 
as  an  immediate,  full  participant  rather  than  more  slowly 
by  establishing  its  own  offices. 

Although  this  Update  and  the  1979  Report  have  fo- 
cused on  banking  licenses  and  traditional  banking  pow- 
ers, nonbank  subsidiaries  are  becoming  increasingly 
important  as  banking  deregulation,  particularly  the  ex- 
pansion of  bank  powers,  has  spread  throughout  the 
world.  Such  subsidiaries  may  engage  in  a  variety  of 
activities,  including  leasing,  consumer  finance,  factor- 
ing, real  estate,  securities,  data  processing,  and  other 
financial  services. 

Some  U.S.  banks  have  acquired  minority  interests  in 
banks  (and  nonbanks)  because  they  were  prohibited 
from  establishing  branches,  subsidiary  banks  and  non- 
banks.  Just  as  with  subsidiaries,  however,  U.S.  banks 
may  have  other  motives  for  entering  a  market  by  estab- 
lishing an  affiliate  relationship  or  participating  in  a  joint 
venture,  even  where  branch  or  subsidiary  bank  options 
are  available.  Acquiring  a  minority  interest  in  a  going 
concern  may  be  a  desirable  means  of  entering  a  new 
geographic  region  or  a  new  field  of  international  fi- 
nancing and  of  gaining  experience  without  making  a 
substantial  commitment  Similarly,  a  bank  may  rely  on 
the  experience  and  expertise  of  partners  in  establishing 
a  new  bank  on  a  joint  venture  basis. 

Operating  Restraints 

Although  official  restraints  on  foreign  bank  operations 
take  many  different  forms  in  practice,  they  can  all  be 
viewed,  conceptually,  as  having  either  "tax-like"  or  "quota- 
like" effects. 

Most  restrictions  on  bank  operations  increase  their 
cost,  thereby  causing  an  effect  equivalent  to  the  im- 
position of  a  tax.  When  a  tax-like  restriction  is  imposed, 
It  costs  a  bank  more  to  extend  credit  (or  provide  any 
other  service),  and  the  bank  will  generally  charge  higher 
rates  and  extend  less  credit  as  a  result. 

Quota-like  restrictions  set  absolute  limits  on  the  amount 
of  credit  or  services  that  banks  may  offer.  Faced  with 
quotas,  banks  are  restricted  in  the  amount  of  credit  or 
services  they  can  offer,  that  is  detrimental  to  both  them 
and  their  customers.  Ouota-like  restrictions  have  a  direct 
effect  in  reducing  a  bank's  ability  to  generate  profits 
from  its  foreign  operations,  and  may  have  indirect  effects 
as  well.  To  compensate  for  a  ceiling  on  one  activity,  a 
bank  may  perform  other,  less  efficient  activities  to  satisfy 
its  customers,  indirectly  reducing  profitability. 


Table  1.1 

Examples  of  Tax-like  and  Quota-like  Restraints 
on  Foreign  Banks 

Tax-like  Restrictions 

Differential  reserve  requirements 
Prohibitions  against  accepting  retail  deposits 


Prohibitions  against  foreign  exchange  transactions 

No  access  to  rediscount  facilities 

No  access  to  subsidized  funds  for  export  financing 

Quota-like  Restrictions 


Credit/lending  ceilings 

Specified  loan  portfolio  structure 

Swap  limits 

Required  capital  to  asset  ratios  combined  with 

capitalization  limits 
Ceilings  on  loans  in  domestic  currency 
Ceilings  on  loans  in  foreign  currencies 
Prohibition  or  limitation  on  branching 


Assessing  the  Degree  of  National 
Treatment  Provided 

Differences  in  treatment  of  domestic  and  foreign  banks 
should  be  assessed  in  terms  of  their  effects  on  foreign 
bank  abilities  to  compete  within  a  market.  The  effects 
of  explicit  discriminatory  treatment  may  be  trivial  or  se- 
rious, depending  upon  the  actual  or  desired  operations 
of  the  banks  involved.  Discriminatory  treatment  can  also 
have  compounding  effects — a  discriminatory  regulation 
taken  alone  may  have  only  a  minor  competitive  impact, 
but  a  major  impact  when  combined  with  another  dis- 
criminatory action.  Unintended  effects  of  host  country 
policies,  including  those  unrelated  to  banking,  can  also 
have  important  competitive  implications  for  foreign  banks. 
Differential  treatment  may  even  be  favorable  to  foreign 
banks  in  some  cases 

Thus,  there  is  no  simple,  straightfonward  procedure 
to  assess  the  degree  of  national  treatment  and  equality 
of  competitive  opportunity  accorded  foreign  banks  for 
most  countries.  Instead,  it  is  necessary  to  carefully  ana- 
lyze not  only  the  country's  banking  system  and  regu- 
lations, but  also  its  legal  system,  its  culture,  and  its 
overall  economic  and  political  policies  and  objectives. 


Banking  Laws  and  Regulations 

The  first  step  in  determining  whether  foreign  banks  are 
accorded  equality  of  competitive  opportunity  is  a  de- 
tailed examination  of  how  a  country's  banking  laws  and 
regulations  affect  existing  or  desired  foreign  bank  op- 
erations relative  to  indigenous  banks.  Except  in  the  sim- 
plest cases,  a  straightforward  listing  and  comparison  of 
banking  laws  and  regulations  is  inadequate:  equality  of 
competitive  opportunity  may  be  lacking  in  some  cases 
even  though  national  treatment  in  a  strict,  de  jure  sense, 
is  satisfied. 

Policies  and  Administrative  Practices 

In  addition  to  banking  laws  and  regulations,  any  national 
treatment  assessment  must  take  into  account  host  gov- 
ernment policies  and  administrative  practices,  including 
whether  foreign  banks  are  unofficially  discouraged  from 
certain  types  of  activities 
Explicit  or  implicit  policies  and  administrative  prac- 


tices can,  in  some  circumstances,  be  as  important  as 
formal  statutory  restrictions.  Applications  may  simply  be 
ignored,  for  example,  or  be  subject  to  inordinate  bu- 
reaucratic delays  or  even  deliberate  inaction.  Similarly, 
certain  laws  or  regulations  may  be  selectively  enforced 
to  the  disadvantage  of  foreign  banks.  Unofficial  dis- 
couragement or  advice  may  also  have  deterrent  effects, 
U,S,  banks  may  decide  not  to  attempt  to  enter  a  country 
because  of  advice  from  local  or  other  knowledgeable 
sources  that  an  attempt  would  be  fruitless,  notwithstand- 
ing the  absence  of  any  formal  prohibitions. 

Cultural  Considerations 

Competitive  problems  confronting  foreign  banks  in  a 
country  can  also  stem  not  from  discriminatory  treatment 
but  from  differences  in  customs,  language,  and  the  na- 
ture of  the  indigenous  banking  and  regulatory  systems. 
A  difficult  situation  does  not  necessarily  signal  discrim- 
ination, although  it  may  sometimes  be  perceived  as  such. 

Economic  and  Political  Objectives 

A  balanced  assessment  of  national  treatment  must  also 
include  recognition  of  legitimate  policy  objectives  of  host 
governments.  General  economic  policies  sometimes 
underlie  explicit  differential  treatment  of  foreign  banks 
or  regulatory  requirements  that  have  discriminatory  or 
differentially  adverse  effects  on  foreign  bank  operations. 
Even  though  they  are  applied  evenhandedly  to  all  banks, 
limitations  on  foreign  exchange  transactions,  for  ex- 
ample, will  often  have  a  harsher  impact  on  foreign  banks 
because  of  their  international  orientation.  Capital  con- 
trols and  limitations  on  foreign  currency  deposits  tend 
to  be  more  restrictive  on  foreign  banks,  since  they  often 
fund  operations  by  borrowing  from  their  parent  institution 
and  often  rely  heavily  on  borrowing  in  the  interbank 
market.  Careful  judgement  is  required  to  determine 
whether  foreign  banks  have  been  placed  at  an  unnec- 
essary or  unreasonable  competitive  disadvantage  be- 
cause of  such  policies. 

Actions  Favoring  Foreign  Banks 

An  assessment  of  national  treatment  must  also  take  into 
account  whether  the  host  government  has  instituted  dif- 
ferential treatment  or  administrative  practices  that  confer 
advantages  on  foreign  banks  or  offset  some  negative 
effects  of  other  regulatory  requirements.  Sometimes,  for- 
eign banks  are  implicitly  advantaged  due  to  the  nature 
of  their  operations.  In  other  cases,  governments  have 
deliberately  reduced  competitive  inequities  by  flexible 
application  of  regulatory  requirements  to  foreign  banks 
or  by  granting  them  privileges  not  extended  to  domestic 
banks  in  order  to  compensate  for  the  differential  impact 
of  restrictive  regulations. 


Bank-Specific  Effects 

Foreign  banks  rarely  mirror  domestic  banks,  either  in 
organization  and  structure,  or  in  the  relative  emphasis 


they  give  to  various  banl<ing  operations.  Neither  do  in- 
dividual foreign  banks  necessarily  pursue  the  same 
strategy,  or  are  interested  in  the  same  entry  and  op- 
erating opportunities  within  a  particular  country.  For  ex- 
ample, a  large  bank  with  a  longstanding  relationship  in 
a  country  that  relies  heavily  on  local  management  may 
consider  its  treatment  excellent,  A  smaller  bank,  per- 
haps a  more  recent  entrant  to  the  market  or  one  that 
relies  on  highly  centralized  management,  may  consider 
the  same  regulatory  environment  quite  discriminatory. 
Grandfathered  foreign  bank  operations  can  also  give 
rise  to  conflicts  of  interest  within  the  foreign  banking 
community.  Banks  presently  excluded  from  the  market 
are  interested  in  liberalizing  prohibitions  on  entry,  while 
banks  already  established  in  the  market  are  interested 
in  rescinding  or  lessening  the  severity  of  the  present 
operating  restrictions. 

Combination  Effects 

In  most  cases  where  at  least  some  entry  is  permitted, 
it  is  the  combination  of  all  the  above  considerations  that 
must  be  weighed  in  determining  the  extent  of  national 
treatment  accorded  foreign  banks.  It  is  entirely  possible 
that,  in  one  country,  every  rule  except  one  is  applied 
evenhandedly,  but  the  one  point  of  divergence  is  so 
significant  in  terms  of  economic  expectations  that  com- 
petitive equality  is,  in  reality,  totally  denied.  At  the  other 
T  end  of  the  spectrum,  situations  can  occur  where  every 
Trule  is  different  for  foreign  banks,  where  some  create 
jserious  disadvantages  for  foreign  banks  and  others  great 
(advantages,  so  that  overall  the  opportunities  for  both 
foreign  and  domestic  banks  to  compete  are  equal. 

Assessment  Difficulties 

It  should  be  apparent  that  equality  of  competitive  op- 
portunity can  only  be  judged  after  a  detailed  exami- 
nation of  the  conditions  applicable  to  foreign  banks  in 
each  country.  The  process  does  not  always  yield  a  clear 
picture.  Moreover,  because  different  foreign  banks  have 
very  different  experiences  in  some  foreign  banking  mar- 
kets, depending  on  the  history  and  nature  of  their  op- 
erations, their  perceptions  of  official  treatment  in  a  par- 
ticular country  may  vary  considerably. 

The  changing  interests  of  banking  companies  over 
time  create  additional  difficulties  in  making  assess- 
ments. As  the  financial  services  sector  in  the  United 
States  and  other  countries  evolves,  the  business  objec- 
tives of  foreign  and  domestic  firms  become  increasingly 
diverse.  In  some  countries  (and  some  argue  that  the 
United  States  is  one),  a  commercial  banking  license 
limits  a  financial  firm  to  an  uneconomically  small  portion 
of  the  financial  services  marketplace,  whereas  other 
nonbank  financial  firms  can  operate  in  a  much  larger 
portion  of  that  marketplace. 

This  Update  and  the  1979  Report  looked  primarily  at 
official  treatment  of  U.S.  commercial  banks  performing 
traditional  commercial  banking  operations  abroad.  In  all 
likelihood,  future  reviews  will  need  to  examine  official 
treatment  of  U.S.  financial  services  companies  in  foreign 
financial  services  marketplaces. 


Motivations  for  and  Against  National 
Treatment 

The  decision  by  a  government  at  a  point  in  time  to  grant 
foreign  banks  any  particular  degree  of  national  treat- 
ment reflects  its  judgment  as  to  the  proper  balance  of 
what  may  appear  to  be  conflicting  goals.  The  U.S.  Gov- 
ernment's conclusion  continues  to  be  that,  in  the  long 
run,  the  benefits  to  a  country  of  providing  full  national 
treatment  will  outweigh  potential  disadvantages.  A  brief 
summary  of  the  arguments  favoring  and  opposing  na- 
tional treatment  may  help  make  the  positions  taken  by 
foreign  governments  reported  in  the  following  16  chap- 
ters more  understandable. 


Arguments  Supporting  National  Treatment 

Many  of  the  benefits  of  national  treatment  are  those 
traditionally  associated  with  tree  competition:  it  results 
in  a  more  efficient  delivery  system  offering  a  wider  va- 
riety of  products  and  services  at  lower  prices  to  gov- 
ernment, businesses,  and  individuals.  In  addition,  an 
open-door  policy  in  banking  will  generally  improve  the 
sophistication  of  the  domestic  financial  market  and  the 
broader  national  economy,  allowing  greater  mobilization 
of  savings  and  the  introduction  of  innovative  financing 
techniqueS'for  the  employment  of  those  funds.  Expan- 
sion of  foreign  bank  presence  can  import  technology 
and  funds  for  investment.  Foreign  banks  can  serve  as 
the  conduit  through  which  international  trade  is  en- 
hanced, with  the  concomitant  domestic  benefits  of  find- 
ing markets  for  exports,  providing  domestic  jobs,  and 
improving  the  national  economy. 

A  relaxation  of  barriers  to  foreign  banking  may  have 
diplomatic  benefits  for  other  trade  issues.  Although  it  is 
uncertain  whether  openness  will  breed  openness,  pro- 
tectionism clearly  invites  retaliatory  protectionism. 


Arguments  Opposing  National  Treatment 

Many  countries  use  their  banking  systems  as  tools  to 
implement  both  social  and  monetary  policy.  An  open 
and  competitive  banking  environment,  on  the  other  hand, 
implies  a  freedom  on  the  part  of  banks  to  make  individual 
choices  concerning  what  services  to  offer,  at  what  price, 
and  from  what  location.  Some  countries  fear  that  cre- 
ating an  environment  attractive  to  foreign  banks  will  re- 
sult in  a  loss  of  control  over  their  efforts  to  achieve  na- 
tional goals. 

Prudential  concerns  represent  another  category  of 
arguments  against  national  treatment.  Fears  of  cutthroat 
competition  among  banks,  "overbanking,"  and  the  per- 
ceived need  to  protect  unsophisticated  domestic  bank- 
ing industries  have  been  used  as  justification  for  limiting 
foreign  bank  competition.  Countries  may  also  oppose 
expatriation  of  profits  and  higher  levels  of  external  debt 
that  may  result  from  providing  foreign  banks  increased 
opportunities. 

Both  areas  of  concern  are  more  likely  to  appear  in 
smaller  countries,  with  relatively  small  institutions  and 
less  sophisticated  financial  markets,  when  they  consider 


some  relaxation  in  barriers  to  foreign  banking.  Accord- 
ingly, many  countries  have  chosen  to  move  cautiously, 
allowing  a  slow  growth  in  foreign  bank  entry  and  limiting 
foreign  bank  operations.  Countries  desiring  a  managed 
growth  policy  may,  however,  encounter  an  interesting 
problem.  When  a  country  prohibits  new  foreign  bank 
entry,  it  may  have  numerous  suitors.  Were  it  to  grant 
entry  to  only  a  few,  it  may  lose  the  interests  of  the  others 
for  future  entry  and,  in  fact,  may  weaken  business  re- 
lationships with  those  who  believe  they  were  scorned. 
In  some  situations,  foreign  banks  may  have  captured 
a  material  share  of  a  domestic  banking  market  under 
liberal  entry  and  operating  policies.  Further  expansion, 
however,  may  no  longer  be  considered  by  a  country  to 
be  in  its  national  interest,  leading  to  a  more  restrictive 
environment. 


Country  Individuality 

In  any  particular  country,  arguments  like  those  above 
are  often  combined.  It  is  also  important  not  to  view  them 
in  isolation  as  philosophical  concepts,  but  rather  to  con- 
sider them  in  the  context  of  the  specific  facts  and  cir- 
cumstances in  an  individual  country,  with  its  unique  eco- 
nomic and  political  situation.  Further,  each  analysis  must 
take  into  account  that  attitudes  toward  foreign  bank  en- 
try, and  the  broader  issue  of  foreign  investment  gen- 
erally, are  not  static,  but  are  subject  to  dramatic  shifts 
as  domestic  conditions  change.  The  following  individual 
country  chapters,  representing  a  snapshot  of  the  current 
situation,  should  be  read  with  the  understanding  that 
each  country,  although  it  may  share  much  with  others, 
is  truly  unique  and  dynamic. 


2.  Australia 


Summary  Assessment 

Under  current  law  and  policy,  foreign  interests  are  not 
pernnitted  to  engage  in  commercial  banking  in  Australia. 
Laws  limit  foreign  ownership  in  a  domestic  bank  to  less 
than  10  percent,  and  policies  prohibit  even  lesser  in- 
terests if  the  intention  of  foreign  participation  is  to  ex- 
ercise influence  over  a  domestic  bank.  In  addition,  for- 
eign bank  participation  in  new  nonbank  financial 
companies  since  1976  has  been  limited  to  nonmajority 
ownership  where  control  is  at  least  shared  with  Austra- 
lians. 

The  treatment  of  foreign  banks  in  Australia  reflects 
minor  improvement  since  1979.  Forty  merchant  banks, 
many  of  which  are  controlled  by  foreign  banks,  were 
granted  licenses  to  deal  in  the  spot  foreign  exchange 
market  in  June  1984.  Prospects  for  limited  additional 
foreign  bank  opportunities  in  Australia  appear  reason- 
able in  light  of  study  commissions'  recommendations 
and  high  officials'  support. 

In  December  1979,  U.S.  banks  had  majority  interests 
in  noncommercial  banking  subsidiaries  in  Australia  with 
total  assets  of  approximately  $3.2  billion,  and  five  Aus- 
tralian banks  operated  seven  agencies  in  the  United 
States  with  total  assets  of  $600  million.  As  of  year-end 
1983,  U.S.  banks  had  majority  interests  in  noncommer- 
cial banking  subsidiaries  in  Australia  with  total  assets 
of  $4.7  billion  and  minority  interests  in  others  with  assets 
of  about  $1  billion.  At  the  same  time,  the  five  Australian 
banks  had  increased  their  presence  in  the  United  States 
to  eight  branches  and  four  agencies  with  $2.3  billion  in 
total  assets.  Australian  banks  also  maintained  five  rep- 
resentative offices  in  the  United  States. 

National  Treatment  Review 

Summary  of  the  1979  Report 

The  1979  Report  characterized  the  Australian  banking 
system  as  virtually  closed  to  U.S.  and  other  foreign  banks. 
The  Australian  Government  had  a  clearly  stated  policy 
of  not  granting  foreign  banks  authority  to  carry  on  bank- 
ing business  in  Australia  or  to  acquire  interests  in  Aus- 
tralian banks. 

The  Domestic  Banking  System 

The  Australian  banking  system  has  undergone  several 
changes  since  1979.  A  highly  concentrated  banking 
market  has  become  even  more  concentrated,  in  large 
part  through  mergers.'  Four  commercial  banks,  called 


'In  1982  the  Bank  of  New  South  Wales  and  the  Commercial  Bank  of 
Australia  merged  to  form  Westpac,  and  in  1983  the  National  Bank  of 
Australia  and  the  Commercial  Banking  Company  of  Sydney  merged 
to  form  the  National  Australia  Bank 


trading  banks,  currently  account  for  about  90  percent 
of  the  assets  of  all  commercial  banks  and  about  a  quar- 
ter of  total  assets  of  all  financial  institutions. 

In  some  other  respects,  the  Australian  banking  system 
has  become  more  liberal.  Interest  rate  controls  on  sav- 
ings deposits  were  removed  in  December  1980,  and 
deposit  maturity  controls  were  partially  removed  in  March 
1982.  The  Reserve  Bank  ceased  giving  quantitative 
guidance  on  bank  lending  in  June  1982.  In  early  1984, 
a  further  step  towards  deregulation  was  announced; 
controls  on  various  types  of  deposit  accounts  will  be 
reduced  and  trading  banks  will  be  permitted  to  offer 
interest  on  checking  accounts,  effective  August  1 ,  1 984. 

Key  Developments  Since  1979 

A  series  of  commissions  have  recommended  expanded 
opportunities  for  foreign  banks. 

In  April  1984,  the  Australian  Treasury  announced  that 
merchant  banks,  including  those  foreign-owned,  may 
apply  for  licenses  to  deal  in  the  foreign  exchange  mar- 
ket. Forty  licenses  were  granted  in  June  1 984.  The  Aus- 
tralian Treasurer  also  announced  support  for  increased 
foreign  bank  opportunities. 

Treatment  of  U.S.  and  Other  Foreign  Banks 

Australia  has  a  longstanding  policy  of  not  allowing  for- 
eign banks  to  establish  either  branches  or  commercial 
banking  subsidiaries.  Two  foreign  banks,  the  Banque 
Nationale  de  Paris  and  the  Bank  of  New  Zealand,  op- 
erate branches  in  Australia  under  grandfathered  rights 
which  date  back  to  the  last  century.  According  to  the 
Campbell  Committee  report  (discussed  below),  both  have 
been  "discouraged  from  aggressively  expanding  their 
Australian  business — particularly  in  retail  banking." 

Foreign  banks  are  permitted  to  establish  represen- 
tative offices  in  Australia,  but  such  offices  are  expressly 
prohibited  from  undertaking  financial  transactions.  For- 
eign banks  are  also  permitted  to  make  minority  invest- 
ments in  nonbank  financial  companies,  such  as  mer- 
chant banks,  real  estate  finance  companies,  commercial 
and  industrial  finance,  leasing,  factoring,  and  insurance 
brokering  companies.  These  investments,  as  well  as  any 
other  foreign  investments  in  Australia,  are  approved  on 
a  case-by-case  basis  by  the  Australian  Government, 
and  since  1976  the  government  has  relied  heavily  on 
the  views  of  the  Foreign  Investment  Review  Board.  The 
Board  is  composed  of  experienced  members  of  the 
Australian  business  community.  Since  1973,  Australian 
Government  policy  generally  has  been  to  prohibit  for- 
eigners from  acquiring  controlling  interests  in  financial 
companies,  except  in  cases  where  local  institutions  have 
been  experiencing  liquidity  problems.  Investments  made 
prior  to  1973  have  been  grandfathered. 

The  inability  to  establish  a  commercial  banking  pres- 


ence  has  been  a  very  serious  handicap  to  U.S.  banks. 
Only  trading  banks  can  offer  checking  accounts,  par- 
ticipate in  the  payments  system,  and,  at  present,  deal 
in  spot  foreign  exchange.  The  inability  to  deal  in  spot 
foreign  exchange  has  placed  the  merchant  bank  affili- 
ates of  foreign  banks  at  a  disadvantage.  In  recent  years, 
a  hedge  market  in  foreign  exchange  trading  has  de- 
veloped and  merchant  banks,  including  the  foreign-af- 
filiated merchant  banks,  have  been  allowed  to  deal  in 
that  market.  In  April  1984,  the  Australian  Treasurer  an- 
nounced that  merchant  banks  with  capital  of  AUS$10 
million  (approximately  $9.3  million)  and  experience  in 
the  hedge  market  would  be  eligible  to  apply  for  a  license 
to  deal  in  spot  foreign  exchange.  The  Treasury  has  stated, 
"there  will  be  no  limit  to  the  number  of  authorities  to  be 
granted."  Forty  licenses,  including  several  to  U.S. -owned 
merchant  banks,  were  granted  in  June  1984.  This  change 
represents  an  improvement  in  the  treatment  of  foreign 
banks,  and  will  make  the  local  foreign  exchange  market 
more  competitive. 

There  have  been  a  number  of  inquiries  into  the  Aus- 
tralian financial  system  that  have  touched  upon  the  role 
of  foreign  banks.  The  first  inquiry  into  the  overall  struc- 
ture of  the  Australian  financial  system,  including  the  role 
of  foreign  banks,  was  the  Campbell  Committee  Report, 
commissioned  in  1979  and  released  in  November  1981 .' 
That  exhaustive  report  suggested  a  number  of  liberal- 
izations to  the  Australian  financial  system,  including  a 
recommendation  that  restrictions  on  foreign  bank  par- 
ticipation be  removed,  but  that  the  rate  of  entry  of  foreign 
banks  be  carefully  managed.  The  Campbell  Committee 
did  not  recommend  any  requirements  for  local  equity 
participation,  but  suggested  that  the  Australian  Gov- 
ernment might  consider  such  local  participation  in  ap- 
proving applications. 

No  action  was  taken  on  that  portion  of  the  Campbell 
Report  until  January  1983,  when  then-Treasurer,  John 
Howard,  announced  that  about  ten  banks  would  be  per- 
mitted entry  through  subsidiaries,  and  foreign  banks 
could  own  more  than  50  percent  of  these  new  banks  if 
the  net  economic  benefits  outweighed  the  "desirability 
of  an  effective  participation  between  Australians  and 
foreigners."  Applications  for  licenses  were  to  be  sub- 
mitted by  June  30,  1983,  Several  U.S.  banks  intended 
to  apply  for  licenses. 

On  March  5, 1 983,  the  Labor  Party,  which  has  a  history 
of  opposing  foreign  bank  entry,  came  to  power  in  Aus- 
tralia. The  policy  of  accepting  applications  from  foreign 
banks  was  rescinded,  although  the  Labor  government 


commissioned  the  Martin  Committee  to  review  the  rec- 
ommendations of  the  Campbell  Committee.  In  Decem- 
ber 1983,  the  Martin  Committee  submitted  its  report  to 
the  Australian  Treasurer,  and  the  report  was  made  pub- 
lic in  February  1984.^ 

The  Martin  Committee  report  suggested  that  from  four 
to  six  new  banks  be  chartered,  with  foreign  bank  par- 
ticipation "welcomed"  if  less  than  33-1/3  percent,  "con- 
sidered" if  between  33-1/3  and  50  percent,  and  "pro- 
hibited" if  above  50  percent.  The  report  also  proposed 
that,  if  the  policy  failed  to  attract  sufficient  numbers  of 
suitable  applications,  the  new  banks  could  initially  be 
up  to  100  percent  foreign-owned,  subject  to  the  con- 
dition that  foreign  ownership  be  reduced  to  50  percent 
after  a  few  years. 

At  a  press  conference  on  April  10,  1984,  Australian 
Treasurer  Paul  Keating  made  a  strong  statement  sup- 
porting foreign  bank  entry  to  provide  additional  com- 
petition to  the  Australian  banking  system.  At  present, 
however,  the  government  is  still  considering  the  Martin 
Committee  report,  and  no  action  is  expected  before  the 
Labor  Party  holds  its  convention  in  July  1984.  Therefore, 
it  remains  problematic  whether  Australia  will  translate 
these  proposals  into  concrete  action. 

An  interesting  side  issue  to  the  broader  question  of 
foreign  bank  entry  concerns  the  establishment  of  off- 
shore banking  in  Australia.  A  Committee  established  by 
the  Premier  of  New  South  Wales  has  recommended  the 
creation  of  an  offshore  banking  center.  The  report  states: 

For  example,  offshore  banking  licenses  may  serve 
as  an  alternative  to  issuing  full  banking  licenses  to 
foreign  banks.  They  offer  a  means  of  phasing 'in 
foreign  bank  participation  in  the  Australian  banking 
industry.  Initially  all  eligible  foreign  banks  could  be 
licensed  as  offshore  banks.  Then,  after  an  appro- 
priate time,  these  banks  could  be  permitted  to  un- 
dertake certain  domestic  banking  activities;  per- 
haps some  might  ultimately  be  'chosen'  to  become 
full  trading  banks.  In  these  terms  therefore  offshore 
banking  licenses  could  be  used  to  complement  an 
initial  decision  to  license  a  small  number  of  foreign 
banks.'' 

On  March  20,  1984,  the  Australian  Government  an- 
nounced It  would  appoint  a  working  party  of  officials  to 
look  into  offshore  banking. 

Overall,  the  prospects  appear  reasonable  for  addi- 
tional, though  limited,  improvements  in  foreign  bank  op- 
portunities in  Australia. 


^Australian  Financial  System,  Final  Report  of  the  Committee  of  Inquiry, 
September  1981 


^Australian  Financial  System,  Report  of  the  Review  Group.  December 

1983 

'Report  of  the  Committee  Established  by  the  Premier  of  New  South 

Wales  to  Report  on  the  Steps  Necessary  to  Establish  Offshore  Banking 

in  Australia,  with  Particular  Reference  to  Sydney,  January  31,  1984, 
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a  Brazil 


Summary  Assessment 

New  entry  into  Brazil  by  US.  banks  through  either 
branches  or  commercial  banking  subsidiaries  is  not  per- 
mitted. In  contrast,  other  countries  have  been  able  to 
open  commercial  banking  facilities  under  bilateral  re- 
ciprocity agreements.  Foreign  banks  have  been  per- 
mitted to  take  only  minority  interests  in  nonbanks. 

Foreign  commercial  banks  already  established  in  Bra- 
zil, which  account  for  about  15  percent  of  Brazil's  com- 
mercial banking  market  (a  larger  share  than  privately- 
owned  domestic  banks),  are  treated  fairly  relative  to 
private  Brazilian  banks  in  terms  of  most  regulations  af- 
fecting their  operations.  They  are,  however,  denied  op- 
portunities to  expand  through  mergers  and  acquisitions 
or  branches  (except  in  frontier  areas). 

Very  little  has  changed  in  Brazil's  treatment  of  foreign 
banks  since  the  1979  Report.  Entry  and  expansion  con- 
tinue to  be  tightly  restricted,  and  recent  statements  by 
senior  central  bank  officials  indicate  there  will  be  no 
change  in  this  policy  in  the  near  future. 

As  of  year-end  1983,  there  were  19  Brazilian  banks 
operating  31  commercial  banking  offices  in  the  United 
States  with  total  assets  of  $3.7  billion  (16  branches,  12 
agencies,  and  three  Edge  Act  Corporations).  At  year- 
end  1978,  there  were  six  Brazilian  banks  operating  11 
banking  offices  in  the  United  States  (two  branches  and 
nine  agencies).  The  number  of  representative  offices 
has  remained  constant  at  eight. 

In  Brazil,  two  grandfathered  U.S.  banks  currently 
maintain  21  branches  (an  increase  of  two  since  1978) 
and  two  others  have  controlling  interest  in  commercial 
banking  subsidiaries.  Their  assets  totalled  about  $5  bil- 
lion at  year-end  1983.  In  addition,  U.S.  banks  currently 
maintain  50  representative  offices  in  Brazil,  compared 
to  38  in  1978 

National  Treatment  Review 

Summary  of  the  1979  Report 

New  foreign  entry  into  the  commercial  banking  business 
in  Brazil  was  virtually  prohibited  at  the  time  of  the  1979 
Report.  This  prohibition  was  the  result  of  government 
policy,  particularly  a  reluctance  to  permit  an  expansion 
of  the  total  number  of  banks  operating  in  Brazil  (includ- 
ing foreign  banks),  rather  than  legal  or  regulatory  re- 
strictions. 

Domestic  Banking  System 

Brazil  has  one  of  the  most  sophisticated  financial  sys- 
tems in  all  of  Latin  America.  The  major  Brazilian  banks 
have  developed  into  financial  conglomerates  by  ex- 
panding their  activities  into  areas  other  than  commercial 
banking   Many  own  investment  banks,  have  acquired 


consumer  finance  companies,  and  have  established  se- 
curities, leasing,  and  mortgage  lending  operations.  Such 
diversification  increases  flexibility  because  each  type  of 
institution  is  subject  to  different  loan  maturity  restrictions 
and  different  capitalization  requirements. 

The  banking  industry  is  dominated  by  a  few  giant 
commercial  banks.  The  government-owned  Banco  do 
Brasil,  one  of  the  world's  largest  banks,  leads  the  list. 
The  next  half  dozen  largest  include  some  government- 
owned  and  some  private  banks  (including  Citibank),  but 
their  order  varies  depending  upon  size  critena.  For  ex- 
ample, Citibank  currently  ranks  second  in  terms  of  time 
deposits,  third  in  loans,  and  fifth  in  assets.  The  larger 
banks  have  experienced  rapid  growth,  and  the  industry 
as  a  whole  has  been  highly  profitable. 

Monetary  policy  and  inflation  have  had  a  significant 
impact  on  how  the  financial  system  operates.  Monetary 
policy  has  been  caught  between  the  conflicting  goals 
of  limiting  growth  of  the  monetary  base  and  providing 
adequate  credit  to  sectors  of  national  priority.  The  latter 
was  achieved  by  mandating  increased  lending  by  com- 
mercial and  investment  banks  and  relatively  less  official 
credit.  The  very  high  inflation  rate  has  led  to  a  shift  from 
sight  deposits,  on  which  no  interest  is  paid,  to  interest- 
bearing  time  deposits. 

In  addition,  there  has  been  growth  in  the  overnight 
repurchase  market  where  various  types  of  securities 
serve  as  collateral.  Other  financial  changes  include  the 
growth  of  savings  clubs  (which  invest  in  repurchase 
agreements  and  government  securities)  and  of  inter- 
company loan  transactions  (corporate  commercial  pa- 
per IS  prohibited). 

Table  3.1 

Financial  Institutions  in  Brazil 
(U.S.  dollars  in  billions*) 

Number  of     Number  of 

Institutions      Branches  Assets 

year-end       year-end  year-end 

1983 7983  7982 

Banco  do  Brasil 1  2,402        $39 

Other  Commercial 

Banks 112  11,894  40** 

Savings  Banks 5  n  a.  19 

Investment  Banks 39  148  12 

Savings  and  Loan  and 

Housing  Credit 

Companies n.a.  n.a.  23 


'Converted  at  thie  rate  of  252.67  Brazilian  cruzeiros  per  US,  dollar 
"Includes  government-owned  banks  with  assets  of  $20  billion 
SOURCE    Banco  Central  do  Brasil,  Boletim  Mensal.  December  1983, 
and  Banco  do  Brasil,  Relatono  da  Administracao.  1983 


Thirty  commercial  banks  are  currently  majority-owned 
by  foreign  banks.  At  year-end  1983,  the  foreign  banks 
had  $11.3  billion  in  assets,  about  15  percent  of  total 
assets  of  the  87  largest  commercial  banks  in  Brazil. 
Foreign  bank  market  shares  of  total  loans  and  time  de- 
posits were  higher. 


Table  3.2 

Brazilian  Commercial  Banking  Market 

December  31,  1983 

(U.S.  dollars  in  billions*) 


61  Largest 

26  Largest 

Foreign 

Domestic 

Foreign 

Bank 

Banks 

Banks 

Total 
$76.1 

S^^are 

$64.7 

$11.3 

14.9% 

22.0 

5.1 

27.1 

19.0 
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'Converted  at  the  rate  of  984  Brazilian  cruzeiros  per  US  dollar 
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Key  Developments  Since  1979 

Entry  into  Brazil  has  been  permitted,  but  generally  only 
under  bilateral  reciprocity  arrangements.  Four  Spanish 
banks  gained  entry  since  1979  under  a  reciprocity 
agreement  with  Spain;  a  jointly-owned  Brazilian-Iraqi  bank 
was  formed  following  an  agreement  with  the  Govern- 
ment of  Iraq;  and  one  Argentine  and  one  Colombian 
bank  have  also  similarly  gained  entry  into  Brazil. 

Treatment  of  U.S.  and  Other  Foreign  Banks 

Brazil  follows  a  reciprocity  policy  that  relates  entry  into 
Brazil  with  the  extent  of  Brazilian  banks'  operations  in 
an  applicant's  home  country.  Such  a  policy  limits  foreign 
entry  generally,  and  favors  countries  into  which  Brazilian 
banks  have  expanded.  This  policy  has  been  used  to 
deny  further  entry  into  Brazil  by  U.S.  banks. 

In  the  past,  the  central  bank  has  argued  that  the  num- 
ber of  banking  facilities  operated  by  U.S.  banks  in  Brazil 
was  much  larger  than  the  number  of  Brazilian  banking 
facilities  in  the  United  States.  That  argument  is  now  heard 
less  frequently  due  to  the  recent  aggressive  expansion 
of  Brazilian  banking  operations  in  the  United  States. 

Absent  a  reciprocal  arrangement,  foreign  banks  have 
been  able  to  enter  Brazil  only  as  minority  participants 
in  nonbank  financial  subsidiaries.  Long-standing  reg- 


ulations permit  a  foreign  bank' to  acquire  up  to  one-third 
of  the  voting  stock  of  a  Brazilian  investment  bank.  Cur- 
rently, foreign  banks  are  shareholders  in  21  investment 
banks,  of  which  U.S.  participants  are  involved  in  11.' 
Morgan  Guaranty  Bank  acquired  one-third  interest  in  a 
Brazilian  investment  bank  in  early  1983  and  negotiated 
a  contract  with  the  majority  owners  to  manage  the  bank. 

Banking  developments  since  1979  have  made  in- 
vestment banks  somewhat  more  attractive  to  foreign 
banks.  High  reserve  requirements  and  increases  in 
mandatory  lending  have  reduced  the  attractiveness  of 
commercial  banks,  while  the  flexibility  of  investment  banks 
has  been  enhanced  as  shorter  maturities  have  been 
permitted  for  certificates  of  deposit.  On  the  other  hand, 
investment  banks  are  not  permitted  to  deal  in  foreign 
exchange. 

Existing  foreign  banks  are  highly  regulated.  They  are 
unable  to  expand  through  mergers  and  acquisitions  and 
are  restricted  to  minority  interests  in  certain  types  of 
nonbank  companies.  Foreign  banks  are  also  subject  to 
branching  restrictions.  Under  a  policy  in  effect  since 

1981  to  promote  bank  branching  in  Brazil's  developing 
areas,  existing  foreign  banks  have  been  allowed  to  add 
two  new  branches  in  frontier  areas  for  each  branch  they 
close  in  a  developed  region.  Two  U.S.  banks  have  ex- 
ercised this  option 

Despite  the  negative  attitude  toward  foreign  partici- 
pation in  the  highly  regulated  Brazilian  banking  industry, 
U.S.  banks  made  strong  overtures  concerning  their  de- 
sire to  establish  local  banking  operations,  especially  in 

1982  and  1983. 

Brazil's  reluctance  to  approve  the  establishment  of 
new  foreign  commercial  banks  also  appears  to  emanate 
from  policies  promoting  consolidation  within  the  private 
Brazilian  banking  sector.  There  are  smaller  banks  with 
problems  of  capitalization  and  others  with  no  interest  in, 
nor  ability  to  readily  adopt,  modern  electronic  banking 
practices.  Consequently,  the  government  has  been  very 
hesitant  to  grant  any  new  charters  and  has  instead  en- 
couraged acquisitions.  Foreign  banks,  however,  are 
prohibited  from  acquiring  indigenous  banks.  This  policy 
has  been  in  effect  for  some  time  and  has  been  reflected 
in  a  consolidation  of  the  banking  industry  and  the  emer- 
gence of  a  few  major  private  commercial  banks.  The 
question  of  foreign  bank  entry  will  probably  remain  par- 
ticularly sensitive  in  Brazil  until  the  consolidation  process 
is  essentially  completed.  There  is  no  indication  that  Bra- 
zil's restrictive  policies  in  this  regard  will  change  in  the 
near  future. 


'Of  the  1 1  US  banks  holding  shares  in  Brazilian  investment  banks, 
at  least  three  hold  the  maximum  (33'/3  percent)  voting  slock  permitted, 
and  some  hold  nonvoting  stock  as  well  In  several  cases,  however, 
the  total  U  S  interest  is  quite  small 
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4.  Canada 


Summary  Assessment 

The  most  significant  restriction  previously  facing  foreign 
banks  in  Canada  was  the  limit  on  their  aggregate  share 
of  the  domestic  market  to  no  more  than  8  percent — a 
limit  that  has  nearly  been  reached.  In  June  1984,  the 
Parliament  enacted  legislation  to  double  this  limit  to  16 
percent.  Entry  of  new  foreign  banks  and  expansion  of 
existing  foreign  banks,  however,  will  be  subject  to  ad- 
ministrative controls 

The  1 980  Bank  Act  permitted  foreign  banks  to  operate 
as  federally-chartered  banking  subsidiaries  in  Canada. 
Foreign  banks  cannot  enter  Canada  as  branches,  can- 
not take  significant  equity  positions  in  indigenous  banks, 
and,  in  practice,  entry  via  nearbanks  is  not  feasible. 

In  1979,  foreign  banks  could  operate  only  nearbank 
subsidiaries  in  Canada.  l\/loreover,  new  foreign  near- 
bank  entry  had  been  frozen  since  1976.  Although  the 
current  situation  represents  significant  improvement  over 
that  reported  in  1979,  foreign  banks  are  subject  to  a 
number  of  restrictions  which,  along  with  the  relatively 
small  individual  capitalization  of  their  subsidiaries  in 
Canada,  limits  their  opportunity  to  participate  fully  in  all 
segments  of  the  Canadian  market. 

Canadian  banks  operated  nine  subsidiary  banks,  16 
branches,  and  16  agencies  in  the  United  States  with 
$26,3  billion  in  assets  as  of  year-end  1983  In  addition, 
there  are  36  representative  offices  of  Canadian  banks. 
At  year-end  1978,  there  were  eight  subsidiaries,  four 
branches,  and  15  agencies  with  $6.3  billion  in  assets. 
There  were  22  representative  offices  of  Canadian  banks 
at  that  time 

There  were  19  U.S.  banking  subsidiaries  with  assets 
of  $8.5  billion  in  Canada  as  of  year-end  1983.  US  banks 
also  have  four  representative  offices  there. 

National  Treatment  Review 

Summary  of  the  1979  Report 

Prior  to  the  1980  Bank  Act,  foreign  banks  were  unable 
to  call  themselves  "banks"  or  establish  banking  sub- 
sidiaries. They  were  limited  to  representative  offices  and 
to  nearbanks.  These  nearbanks  were  incorporated  un- 
der federal  or  provincial  laws  and  regulations,  and  op- 
erated as  corporate  and  real  estate  finance,  leasing, 
and  trust  companies.  No  new  foreign  nearbank  entrants 
had  been  permitted  since  1976  Foreign  banks  were 
precluded  from  competing  directly  in  commercial  bank- 
ing services  with  the  main  indigenous  financial  institu- 
tions in  Canada 

Domestic  Banking  System 

Fourteen  federally-chartered  banks  are  the  centerpiece 
of  Canada's  financial  system,  with  an  extensive  do- 


mestic network  of  more  than  7,000  offices  through  which 
they  offer  a  wide  range  of  retail  and  wholesale  banking 
services.  Five  big  banks  dominate,  accounting  for  about 
85  percent  of  the  $300  billion  in  total  chartered  bank 
assets  and  for  most  international  operations  of  Canadian 
banks.  The  chartered  banks  are  all  privately-owned  in- 
stitutions which  were  created  by  special  acts  of  Parlia- 
ment or  "letters  patent"  issued  by  the  IVlinister  of  Finance 
on  approval  of  the  Cabinet.  Fifty-eight  foreign-owned 
bank  subsidiaries  have  total  assets  of  $18.2  billion,  which 
represents  about  8  percent  of  the  domestic  banking 
market.  Both  foreign  and  domestic  banks  are  subject 
to  federal  regulation  and  supervision  by  the  Office  of 
the  Inspector  General  of  Banks,  which  is  part  of  the 
Department  of  Finance. 

Nearbanks  include  trust  and  mortgage  loan  compa- 
nies, credit  unions,  caisses  populaires  (the  credit  unions 
in  Quebec),  and  the  one  Quebec  savings  bank.  Other 
financial  institutions  are  sales  finance  and  consumer 
loan  companies,  life  insurance  companies,  and  various 

Table  4.1 

Assets  of  Canadian  Financial  Institutions 
(U.S.  dollars  in  millions') 

June               June  June 

1979 7987        7983 

Foreign-owned: 

nearbanks $     4.192    $     6,736  — 

chartered  banks  .  .  —  2,516"     $16,409 

All  Chartered 

Banks*" 174,176      253,519        279,215 

Trust  and  fvlortgage 

Loan 

Companies 35,703       51 ,548  69, 1 83 

Credit  Unions  and 

Caisses 

Populaires 22,588        26,581  29,217 

Sales  Finance  and 

Consumer  Loan 

Companies 11,678        12,440  10,073 

Quebec  Savings 

Bank n.a.  n.a.  4,018 

Others"" 38,936   48,726    59,657 


■Figures  are  end  of  period  and  converted  at  1  1678,  1  2005,  and 
1  2273  Canadian  dollars  per  U  S  dollar  for  June  1 979,  June  1 981 . 
and  June  1983,  respectively 
"As  of  July  31,  1981 

"'Includes  foreign  bank  affiliates;  excludes  mortgage  loan  com- 
panies associated  witfi  chartered  banks. 
""Includes  investment  funds  and  life  insurance  companies. 

SOURCE:  Bank  of  Canada  Review:  Statistics  Canada.  Financial 
Institutions 
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public  sector  agencies.  The  nearbanks  and  other  fi- 
nancial institutions  are  established  under  either  federal 
or  provincial  charters.  They  offer  various  types  of  bank- 
ing and  other  financial  services,  including  the  accep- 
tance of  retail  deposits.  They  are  not,  however,  subject 
to  the  Bank  Act,  supervision  by  the  Inspector  General 
of  Banks,  or  reserve  requirements.  Many  of  them  are 
small  and  concentrate  in  Toronto  and  Montreal,  but  a 
few  larger  institutions  serve  the  entire  country. 

While  the  banking  sector  has  undergone  substantial 
change  since  the  1979  Report,  other  segments  of  the 
Canadian  financial  system  remain  about  the  same.  Most 
significant  were  the  fundamental  changes  made  by  the 
1980  Bank  Act  governing  foreign  bank  entry  and  op- 
erations in  Canada.  Distinctions  among  the  chartered 
banks,  nearbanks,  and  other  financial  instititions  have 
also  blurred.  An  advisory  commission  to  the  Minister  of 
Finance  has  been  established  to  consider  what  further 
legislation  may  be  appropriate  to  accommodate  changes 
in  the  structure  of  Canada's  financial  system. 

Key  Developments  Since  1979 

The  1 980  Bank  Act  permitted  foreign  banks  to  establish 
banking  subsidiaries  in  Canada,  subject  to  a  number  of 
restrictions. 

Previously  operating  foreign-owned  nearbanks  have 
been  converted  into  banking  subsidiaries 

The  1 980  Bank  Act  limited  the  aggregate  market  share 
of  all  foreign-owned  banks  to  no  more  than  8  percent 
of  the  aggregate  domestic  bank  assets  of  all  banks,  a 
limit  that  has  almost  been  reached. 

Legislation  to  double  the  market  share  limit  to  16  per- 
cent was  enacted  in  June  1984 

Treatment  of  U.S.  and  Other  Foreign  Banks 

The  1980  Bank  Act  permits  foreign  banks  to  operate  as 
federally-chartered  banking  subsidiaries  in  Canada.  They 
may  also  open  representative  offices.  Foreign  banks 
cannot  enter  Canada  as  branches,'  however,  nor  may 
they  take  significant  equity  positions  in  indigenous  banks 
or  nonbanks. 

Prior  to  the  1980  Bank  Act,  foreign  banks  were  able 
to  operate  in  Canada  only  as  nearbanks  incorporated 
and  operated  under  federal  or  provincial  laws  and  reg- 
ulations. These  nearbanks  offered  a  wide  variety  of  fi- 
nancial services  throughout  Canada  and  were  able  to 
compete  with  the  Canadian  ctiartered  banks  for  small 
corporate  loans.  Foreign-owned  nearbanks  grew  rapidly 
from  mid-1978  to  mid-1981. 

Technically,  foreign-owned  nearbanks  are  still  per- 
mitted under  the  1980  Bank  Act.  In  practice,  however, 
this  option  is  no  longer  available  (the  sole  exception  is 
a  specialized  factoring  company  owned  by  a  U.S.  bank). 
As  a  consequence,  31  foreign-owned  nearbanks  were 


"converted"  into  chartered  banks  beginning  in  mid-1981. 

The  1980  Bank  Act  makes  no  distinction  between 
domestic  and  foreign  banks  with  regard  to  their  powers, 
per  se.  However,  foreign  banks  are  subject  to  different 
chartering  provisions  and  a  number  of  operating  re- 
strictions. 

The  Bank  Act  distinguishes  between  two  types  of  cor- 
porate ownership;  widely-held  banks  (Schedule  A  banks) 
and  closely-held  banks  (Schedule  B  banks).  Ownership 
in  Schedule  A  banks  is  restricted  to  10  percent  for  a 
single  entity  (Canadian  or  foreign)  and  a  total  of  25 
percent  for  all  foreign  ownership  combined.  These  re- 
strictions were  carried  over  from  the  1 967  Bank  Act.  The 
25  percent  restriction  was  largely  motivated  by  a  desire 
to  prevent  a  potential  increase  in  foreign  ownership  and 
control  over  the  Canadian  banking  industry.  The  1 0  per- 
cent restriction  is  based  on  prudential  concerns. 

Schedule  B  banks  are  not  subject  to  these  ownership 
restrictions.  Schedule  B  licenses  must  be  renewed  an- 
nually for  the  first  five  years,  however,  while  Schedule 
A  licenses  remain  valid  unless  revoked.'  This  differential 
licensing  has  not  presented  any  known  problems. 
Schedule  B  banks  are  prohibited  from  establishing 
branches  or  subsidiaries  abroad. 

The  1980  Bank  Act  also  specifically  restricted  foreign 
banks,  as  a  group,  to  no  more  than  8  percent  of  the 
Canadian  market  (measured  by  outstanding  loans  to 
Canadian  residents).  Passage  of  legislation  in  June  1984 
doubling  this  limit  to  1 6  percent  represents  a  major  step 
forward. 

The  only  practical  avenue  for  a  foreign  bank  to  enter 
Canada  is  to  establish  a  Schedule  B  bank.  Chartering 
applications,  made  to  the  Inspector  General  of  Banks 
who  represents  the  Minister  of  Finance,  must  be  ac- 
companied by  a  "comfort  letter"  from  the  foreign  bank 
parent  which  states  that  it  agrees  to  stand  behind  its 
Canadian  bank.  Approval  is  also  subject  to  reciprocity 
considerations  which,  to  date,  have  not  hindered  U.S. 
bank  entry. 

Schedule  B  banks  are  granted  a  specified  level  of 
"deemed  authorized"  capital  which  is  quite  distinct  from 
a  bank's  shareholders'  equity  and  reserves.  The  level 
of  deemed  authorized  capital  is  very  important  due  to 
the  aggregate  limit  placed  on  foreign  banking  activities 
in  Canada  and  capital/asset  regulations.  For  de  novo 
banks,  initial  deemed  capital  has  been  set  at  approxi- 
mately $4  million.  Foreign  banks  which  had  converted 
from  nearbank  status  received  an  initial  level  of  deemed 
authorized  capital  in  accordance  with  their  size  at  the 
time  of  conversion.  Citibank,  which  had  the  largest  for- 
eign nearbank  operation  in  Canada,  was  initially  allo- 
cated deemed  authorized  capital  of  $108  million. 

The  governmental  process  for  granting  deemed  au- 
thorized capital,  in  conjunction  with  a  legal  ceiling  lim- 
iting each  foreign  bank's  total  domestic  assets  to  20 
times  its  deemed  authorized  capital,  is  the  basic  mech- 


'A  recent  study  indicated;  "The  foreign  banks  would  strongly  prefer 
to  be  branchies  of  their  parent  banks  rather  than  separate  corporate 
entitles,"  Metcalf,  H,B,W  ,  Foreign  Banks  in  Canada.  March  1984,  p 
67 


^The  Inspector  General  of  Banks  has  stated,  "While  there  is  an  initial 
annual  licensing  for  foreign  bank  subsidiaries,  assuming  tha*  the  sub- 
sidiary IS  operating  within  the  framework  of  Canadian  laws,  the  licenses 
are  automatically  renewed  annually  " 
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anism  whereby  the  8  percent  limit  on  foreign  banks  had 
been  enforced  and  the  new  16  percent  limit  will  be 
enforced. 
I  The  8  percent  limit  has  almost  been  reached,  and 
I  there  were,  until  enactment  of  the  new  16  percent  ceil- 
ing, two  consequences.  First,  no  new  application  from 
a  foreign  bank  could  be  approved  unless  the  aggregate 
level  of  domestic  banking  assets  grew  and  generated 
a  larger  overall  quota.  There  were  no  outstanding  ap- 
plications from  U.S.  banks  as  of  the  end  of  May  1984. 

Second,  individual  foreign  banks  already  established 
in  Canada  faced  an  absolute  limit  on  growth  and  had 
to  "queue  up"  for  additional  deemed  authorized  capital. 
Additional  deemed  authorized  capital  could  not  be 
granted,  however,  until  growth  in  the  domestic  banking 
system  permitted  an  increase  in  the  foreign  bank  asset 
ceiling.  Several,  though  not  all,  U.S.  subsidiaries  were 
in  this  situation  as  of  the  end  of  May  1984  In  the  past, 
additional  infusions  of  deemed  capital  were  authorized 
by  the  Inspector  General  on  a  case-by-case  basis,  but 
there  have  been  no  such  increases  since  August  1983. 
Many  foreign  banks  may  have  been  in  the  position  of 
having  to  turn  down  requests  for  new  loans  from  valued 
customers.  Implementation  of  the  1 6  percent  ceiling  will 
alleviate  this  problem. 

While  the  1 980  Bank  Act  specifically  empowers  banks 
to  open  branches,  a  subsequent  section  restricts 
Schedule  B  banks  to  a  head  office  and  a  single  branch, 
although  the  Minister  of  Finance  is  authorized  to  approve 
additional  branches.  Thus  far,  no  request  by  a  foreign 
bank  to  establish  an  additional  branch  has  been  denied 
and  the  58  foreign  banks  currently  operate  94  branches 
in  addition  to  their  head  offices.  An  additional  52  branches 
have  been  approved,  but  are  not  yet  opened  Some 
foreign  banks  applying  for  charters  have  been  "en- 
couraged," however,  to  locate  their  head  offices  outside 
of  Toronto,  the  financial  capital  of  Canada. 

There  are  also  leverage  limitations  based  on  a  bank's 
net  worth.  Schedule  B  banks  have  been  restricted  to 
the  range  between  20  and  25  to  one,  whereas  the  al- 
lowable range  for  Schedule  A  banks  is  between  20  and 
30  to  one.  The  larger  Schedule  A  banks  have  been  near 
the  top  of  this  range,  and  the  Inspector  General  has 
been  pressing  them  to  reduce  their  ratios.  These  ratios 
have  come  down  somewhat  in  recent  months. 

Further,  foreign  banks  are  encouraged  to  provide  loans 
to  small-  and  medium-sized  segments  of  the  market, 
and  the  extent  of  such  lending  is  considered  by  the 
Inspector  General  in  authorizing  increases  in  a  foreign 
bank's  deemed  authorized  capital.  This  encouragement 
is  consistent  with  an  underlying  policy  also  applicable 
to  domestic  banks. 

Another  requirement  on  foreign-owned  banks  is  a  pru- 
dential lending  limitation  requiring  that  their  loans  to  any 
one  customer  not  exceed  50  percent  (up  to  100  percent 
in  extraordinary  circumstances)  of  their  shareholders' 
equity  and  reserves.  Foreign  banks  believe  that  parent 
bank  capital  should  be  recognized  for  lending  limit  pur- 
poses. The  lending  limit  for  Schedule  A  banks  is  25 
percent  (up  to  50  percent  in  some  circumstances).  These 
differences  in  loan  limits  are,  however,  expected  to  be 
reviewed  by  the  Inspector  General  toward  the  end  of 
1984,  and  he  has  said  that,  in  time,  foreign  banks  are 


to  have  the  same  lending  limits  as  Schedule  A  banks. 

Restnctions  on  the  sale  of  assets  to  the  parent  bank 
further  limit  a  foreign  bank  subsidiary's  operations.  The 
Inspector  General  has  indicated  that  he  would  view  reg- 
ular sales  to  parents  as  an  effort  to  evade  the  intent  of 
the  Bank  Act.  Nevertheless,  the  sale  of  portions  of  loans 
to  parent  banks  is  allowed  in  exceptional  circumstances, 
with  prior  approval  by  the  Inspector  General. 

An  additional  limitation  has  been  placed  on  foreign 
banks  that  prohibits  them  from  obtaining  more  than  50 
percent  of  their  funds  abroad.  There  is  no  such  limitation 
on  Schedule  A  banks  which,  because  of  their  extensive 
branch  networks,  raise  less  than  3  percent  of  their  total 
funds  offshore.  By  comparison,  foreign  banks  generally 
look  to  the  offshore  market  for  low-cost  funds.  The  Ca- 
nadian authorities  have  indicated  that  this  limitation  is 
in  place  largely  for  prudential  reasons. 

The  interaction  of  these  several  requirements,  along 
with  the  relatively  small  individual  capital  of  Canadian 
subsidiaries  of  foreign  banks,  limits  their  opportunity  to 
participate  fully  in  all  segments  of  the  Canadian  market. 

The  foreign  banking  community  has  sought  relief  from 
the  8  percent  asset  ceiling  limiting  their  growth.  This  had 
been  supported  by  some,  but  not  all,  of  the  largest 
Canadian  banks  which,  nonetheless,  are  expanding  ag- 
gressively in  the  United  States.  Potential  relief  from  re- 
strictions placed  on  foreign  banks  came  after  mid-1983 
when  hearings  were  held  by  the  Standing  Committee 
on  Finance,  Trade  and  Economic  Affairs  of  the  House 
of  Commons.  The  Committee's  report,  issued  in  Octo- 
ber, dealt  with  a  variety  of  issues  relating  to  foreign  bank 
activities.  Members  unanimously  agreed  to  the  com- 
plete removal  of  the  8  percent  limit.  Government  control 
over  asset  growth  of  foreign  bank  subsidiaries  in  Can- 
ada would  be  continued,  however,  through  the  mech- 
anism of  deemed  authorized  capital  and  the  enforce- 
ment of  prudential  lending  limits. 

After  consideration  of  these  recommendations,  an 
amendment  to  the  Bank  Act  was  introduced  in  Parlia- 
ment on  April  11,  1984  to  raise  the  maximum  limit  on 
assets  held  by  foreign  banks  from  8  to  16  percent.  The 
Ministry  of  Finance  had  hoped  that  the  amendment  would 
have  received  speedy  passage  in  Parliament.  A  gov- 
ernment press  release  indicated  that  "it  does  not  seem 
advisable  to  completely  remove  the  domestic  asset  ceil- 
ing without  a  complete  review  of  the  whole  area  of  fi- 
nancial institutions  legislation."  It  also  stated  that  "The 
decision  to  raise,  rather  than  remove,  the  domestic  asset 
ceiling  was  based  on  a  number  of  relevant  considera- 
tions, including:  reciprocity:  lending  opportunities  of  other 
financial  institutions:  foreign  ownership:  and  the  contri- 
bution of  competition  by  the  foreign  bank  subsidiaries." 
The  Parliament  enacted  the  legislation  during  its  last 
week  in  session  in  June  1984.  The  16  percent  ceiling 
will  permit  asset  growth  for  the  existing  58  foreign  banks 
and  enable  entry  of  new  foreign  banks. 

The  committee  of  the  Canadian  Bankers  Association 
representing  foreign  bank  subsidiaries  in  Canada  re- 
sponded to  the  proposal  to  increase  the  limit  to  16  per- 
cent, in  pertinent  part  stating: 

"The  foreign  banks  still  look  forward  to  the  ultimate 
acceptance  of  the  Commons  Committee  report  rec- 
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ommending  complete  removal  of  the  ceiling.  In  the  Canadian  economy  contemplated  when  they  were 

meantime,  they  view  the  doubling  of  the  present  first  granted  permission  to  become  banks  under 

limit  as  an  extremely  positive  development  that  will  the  Bank  Act." 
better  enable  them  to  provide  the  benefits  to  the 
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5.  Finland 


Summary  Assessment 

Foreign  banks  are  permitted  to  establish  banking  sub- 
sidiaries in  Finland  and  may  acquire  interests  in  indig- 
enous commercial  banks,  mortgage  banks  and  credit 
companies.  Foreign  banks  may  not  enter  as  branches 
or  agencies.  Foreign-owned  subsidiaries  are  limited  in 
the  amount  of  capital  they  may  import  and  the  total  loans 
they  may  make,  and  are  prohibited  from  branching. 

Present  conditions  represent  a  significant  improve- 
ment over  the  situation  prevailing  in  1979.  At  that  time, 
Finnish  law  prohibited  the  entry  of  branches,  agencies, 
and  subsidiaries  of  foreign  banks.  Foreign  equity  inter- 
est in  domestic  banks  was  also  limited  to  20  percent. 

Before  1982,  the  only  U.S.  bank  presence  in  Finland 
was  one  representative  office.  Two  U.S.  banks  (Citibank 
and  Chase  Manhattan)  and  one  other  foreign  bank  (the 
French  Banque  de  I'lndochine  et  de  Suez)  have  since 
established  subsidiary  operations  in  Helsinki.  Total  as- 
sets of  the  two  U.S.  bank  subsidiaries  in  Finland  were 
approximately  $382  million  at  year-end  1983.  In  1979, 
one  Finnish  bank  was  part  of  a  consortium  of  banks 
owning  a  New  York  Investment  Company  Since  then, 
another  Finnish  bank  became  part  of  a  second  con- 
sortium owning  a  second  New  York  Investment  Com- 
pany and  one  Finnish  bank  opened  a  representative 
office  in  the  United  States. 

National  Treatment  Review 

Sunnmary  of  the  1979  Report 

Finland  was  not  the  subject  of  a  separate  chapter  in  the 
1979  Report.  At  that  time,  Finland  prohibited  foreign 
bank  entry  via  both  branches  and  subsidiaries.  For- 
eigners could  hold  no  more  than  20  percent  interests 
in  Finnish  banks 

Domestic  Banking  System 

The  laws  prescribing  the  operations  of  credit  institutions 
in  Finland  were  standardized  as  part  of  an  overall  reform 
of  banking  legislation  in  1969.  The  Finnish  monetary  au- 
thorities control  bank  activities  directly  through  interest 
rate  restrictions,  lending  controls  and  reserve  require- 
ments. Financial  markets  are  narrow  and  are  dominated 
by  the  deposit-taking  banks.  These  include  commercial 
banks,  savings  and  cooperative  banks,  and  the  Post 
Office  Bank  (Postipankki).  The  state-owned  share  of  the 
credit  market  is  significant  and  has  risen  in  recent  years. 
Over  half  of  all  commercial  bank  lending  goes  to  the 
corporate  sector.  Because  of  the  small  size  of  the  Finnish 
capital  market,  commercial  banks  have  had  to  satisfy 
much  of  the  corporate  sector's  long-term  capital  re- 
quirements. The  next  largest  share  of  commercial  bank 
lending  in  Finland  goes  to  the  household  sector.  Corn- 


Table  5.1 

Depository  Institutions  in  Finland 
Year-end  1983 


Institution  Number 

Commercial  Banks 10 

Savings  Banks 270 

Co-operative  Banks  ....  371 

Postipankki 1_ 

Total 652 


Total 

Total 

Deposits 

Otfices 

(S  million') 

1,358 

$6,509 

1,399 

5,466 

1,286 

4,514 

51** 

2,303 

4,094        $18,792 


"Converted  at  the  rate  of  5.81  Finnish  markkaa  per  U.S.  dollar, 
"The  Postipankki  also  maintains  over  3,000  additional  service  loca- 
tions 
SOURCE:  Finnish  Bankers  Association 

mercial  banks  have  traditionally  been  significant  pro- 
viders of  housing  finance  to  Finnish  households 

Savings  banks  also  serve  the  banking  requirements 
of  households,  as  well  as  those  of  local  industry  and 
trade.  Households  account  for  almost  two-thirds  of  sav- 
ings bank  lending. 

Finnish  cooperative  banks  are  regional  banks  that 
focus  primarily  on  household  banking  services.  About 
three-quarters  of  all  cooperative  bank  credits  currently 
go  to  households. 

The  state-owned  Postipankki  is  a  deposit-taking  bank 
with  51  offices.  Certain  Postipankki  operations  can  also 
be  handled  at  branch  offices  of  the  Bank  of  Finland  (the 
central  bank)  and  at  over  3,000  post  office  service  points. 
The  Postipankki  holds  government  cash  funds  and  han- 
dles state  payment  transactions.  In  most  respects,  its 
services  and  activities  are  those  of  a  commercial  bank. 
Postipankkis  lending  is  concentrated  on  industry  and 
trade,  making  it  an  aggressive  competitor  with  com- 
mercial banks. 

Traditionally,  the  Finnish  money  market  has  been  closely 
regulated  and  largely  closed  to  outsiders.  For  several 
decades,  Finnish  banks  have  maintained  a  cartel  agree- 
ment to  offer  identical  deposit  rates  linked  to  the  central 
bank's  discount  rate.  Lending  rates,  in  turn,  have  been 
tightly  controlled  by  the  central  bank.  The  Bank  of  Fin- 
land, for  monetary  reasons,  set  maximum  average  in- 
terest levels  for  bank  lending  at  the  end  of  the  1970s. 
With  limited  scope  to  compete  in  pricing  for  depositors 
and  borrowers,  banks  in  Finland  have  instead  focused 
on  branch  office  networks,  advertising  and  development 
of  different  types  of  loans  and  accounts  in  competing 
for  business. 

In  recent  years,  the  ceiling  on  ordinary  deposit  interest 
rates  (which  are  low,  but  tax-free)  and  increased  liquidity 
in  Finland's  corporate  sector  have  led  to  the  develop- 
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ment  of  a  parallel,  unregulated  "gray  market",  in  which 
banks  accept  large  short-term  deposits  from  each  oth- 
er's customers  at  rates  well  above  that  for  ordinary  de- 
posits. This  market  has  grown  to  comprise  about  20 
percent  of  Finland's  money  supply. 

The  Ministry  of  Finance,  the  highest  administrative 
body  supervising  banking  activity  in  Finland,  prepares 
most  legislation  concerning  the  financial  markets.  Its 
permission  is  required  to  establish  a  bank  in  Finland. 
The  Bank  Inspectorate  is  subordinate  to  the  Ministry  of 
Finance  and  supervises  banks,  collects  data  on  their 
activities,  and  ensures  compliance  with  banking  laws 
and  regulations.  The  Bank  of  Finland  directs  monetary 
policy,  is  the  sole  bank  of  issue,  and  exercises  direct 
control  over  lending  rates. 

Key  Developments  Since  1979 

On  January  1,  1979,  new  regulations  opened  the  way 
for  foreigners  to  purchase  more  than  20  percent  of  the 
shares  of  a  Finnish  commercial  bank,  mortgage  bank, 
or  credit  corporation  (subject  to  approval  by  the  Cabinet 
Council). 

Foreigners  were  granted  the  right  to  incorporate  com- 
mercial banks  in  Finland  in  1980 

In  January  of  this  year,  foreign  banks  were  extended 
the  same  rights  as  domestic  banks  to  participate  in  the 
central  bank's  call  money  window,  a  deposit  and  over- 
draft facility  created  in  1975. 

Treatment  of  U.S.  and  Other  Foreign  Banks 

As  a  result  of  liberalizing  legislation  enacted  in  1 979  and 
1980,  it  became  possible  for  foreign  banks  to  establish 
wholly-owned  subsidiary  banks  in  Finland,  although  they 
still  cannot  enter  as  agencies  or  branches.  Reciprocity 
considerations  are  taken  into  account  in  the  granting  of 
licenses  to  operate  in  Finland.  These  concerns  were  one 
factor  prompting  the  liberalization  of  Finland's  entry  re- 
strictions on  foreign  banks.  The  Finnish  Council  of  State 
must  grant  a  license  to  a  foreign  bank  or  credit  institution 


before  it  can  establish  a  wholly-owned  or  majority-owned 
subsidiary. 

Before  1979,  foreign  ownership  was  limited  to  a  max- 
imum of  20  percent  of  the  capital  stock  of  any  Finnish 
commercial  bank,  mortgage  bank,  or  credit  company, 
and  was  subject  to  the  approval  of  the  Ministry  of  Fi- 
nance. Changes  in  Finnish  banking  regulations  in  1979 
enabled  Finland's  Cabinet  Council  to  allow  (by  special 
permit)  foreign  banks  to  acquire  more  than  a  20  percent 
interest  in  these  institutions.  To  date,  this  special  per- 
mission has  neither  been  sought  nor  granted. 

Foreign  banks  have  not  applied  for  permission  to  ac- 
cept less-expensive  core  (retail)  deposits  but,  instead, 
obtain  domestic  currency  in  the  uncontrolled  short-term 
market  or  at  the  even  costlier  call  money  window  at  the 
Bank  of  Finland  (which  was  first  opened  to  foreign  banks 
in  January  1984).  The  average  cost  of  funds  in  the  un- 
regulated market  is  well  above  the  maximum  average 
rate  that  banks  can  apply  to  their  domestic  currency 
lending.  It  is  unknown  whether  an  application  by  a  for- 
eign bank  to  accept  retail  deposits  would  be  viewed 
favorably  by  the  Finnish  Government.  With  no  branching 
powers  and  no  retail  deposits,  foreign  banks  operating 
in  Finland  are  very  limited  in  their  ability  to  offer  domestic 
currency  loans,  making  it  difficult  for  them  to  attract 
customers. 

Total  loans  outstanding  for  a  foreign  bank  subsidiary 
are  effectively  limited  to  about  $93  million.  This  limit 
results  from  a  ceiling  on  permissible  capital  of  just  over 
$3.7  million,  and  a  maximum  allowable  loan-to-capital 
ratio  of  25-to-one, 

Foreign-owned  banks  are  not  allowed  access  to  Fin- 
land's ruble  trade  with  the  U.S.S.R.,  which  comprises  a 
significant  proportion  of  all  Finnish  trade.  Foreign-owned 
banks  must  obtain  Bank  of  Finland  approval  before  ac- 
quiring an  equity  stake  in  a  domestic  enterprise.  No 
similar  provision  applies  to  a  domestically-owned  bank, 
although  its  equity  participation  in  any  other  enterprise 
is  limited  to  20  percent.  Foreign  banks  applying  for  per- 
mission to  establish  a  banking  subsidiary  in  Finland  are 
expected  to  provide  a  letter  of  comfort  or  a  guarantee. 
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6.  India 


Summary  Assessment 

Foreign  banks  are  permitted  to  enter  India  only  as 
branches  on  a  limited  and  somewhat  reciprocal  basis. 
No  foreign  bank  has  been  able  to  establish  a  subsidiary 
bank  or  acquire  significant  equity  participation  in  an 
indigenous  bank.  Reciprocity  considerations  are  likely 
to  limit  new  entry  and  expansion  of  U.S.  banks  in  India. 

Once  established,  foreign  banks  are  considerably  re- 
stricted in  their  operations  and  branching  opportunities. 
Foreign  banks  are  unable  to  obtain  deposits  of  Indian 
Government  agencies  and  public  enterprises,  and  are 
subject  to  discriminatory  tax  treatment.  They  are,  how- 
ever, exempt  from  costly  concessionary  lending  and 
rural  branching  requirements  that  apply  to  indigenous 
banks 

In  some  respects,  the  treatment  of  foreign  banks  has 
improved.  In  1979,  new  foreign  bankentry  or  expansion 
of  existing  foreign  bank  operations  were  virtually  pre- 
cluded. Five  new  foreign  banks  (none  from  the  United 
States)  have  since  been  granted  entry,  and  some  op- 
erating restrictions  have  been  loosened 

At  year-eno  1978,  two  Indian  banks  operated  three 
branches  and  two  agencies  in  the  United  States.  One 
representative  office  was  also  maintained  At  year-end 
1983,  three  Indian  banks  operated  one  subsidiary,  six 
branches,  and  two  agencies  in  the  United  States  with 
assets  totalling  $340  million.  One  Indian  bank  main- 
tained a  U.S.  representative  office. 

Three  U.S.  banks  operated  13  branches  in  India  at 
year-end  1978,  with  total  assets  of  approximately  $300 
million.  U.S.  banks  have  not  been  permitted  additional 
branches,  but  five  US  banks  have  established  repre- 
sentative offices  in  India  since  1978. 


National  Treatment  Review 


Until  1969,  commercial  banks  in  India  were  concen- 
trated in  the  urban  areas  and  primarily  served  the  more 
modern  manufacturing  and  trade  sectors.  Relatively  little 
credit  was  extended  to  agriculture,  small  scale  industry, 
and  local  trade  in  nonurban  areas. 

The  Indian  Government  nationalized  the  14  largest 
private  banks  in  1969  to  acquire  greater  control  over 
the  nation's  financial  resources  in  order  to  advance  eco- 
nomic development,  particularly  in  rural  areas.  The  na- 
tionalization increased  the  publicly-owned  share  of 
banking  assets  in  India  to  roughly  85  percent.  Six  more 
privately-owned  banks  were  nationalized  on  April  15, 
1980,  bringing  the  number  of  banks  in  the  public  sector 
to  28.  Nationalized  banks  now  account  for  over  90  per- 
cent of  deposits,  while  the  17  foreign  banks  and  the 
remaining  37  small,  privately-owned  Indian  banks  ac- 
counting for  5  percent  each. 

Foreign  banks  were  not  nationalized  on  the  grounds 
that  they  constituted  a  part  of  the  international  banking 
system  and  provided  specialized  financial  services.  It 
was  also  feared  that  their  nationalization  would  create 
an  unfavorable  climate  for  the  continued  flow  of  much- 
needed  foreign  capital  to  India.  Their  locations  and  ac- 
tivities were,  however,  considerably  restricted  consis- 
tent with  government  views  that  foreign  banks  had  a 
limited  role  to  play  in  the  economy,  except  for  trade 
finance  and  technology  transfer. 

Indigenous  banks  have  been  subject  to  mandatory 
domestic  bank  branching  policies.  Over  42,000  bank 
branches  now  operate  in  India,  compared  to  about  30,000 
in  mid-1979.  The  nationalized  banks  accounted  for  al- 
most the  entire  increase.  In  April  1983,  each  bank  office 
served  an  average  of  17,000  inhabitants,  compared  to 
18,000  in  June  1982  and  65,000  in  June  1969. 

Both  nationalization  and  mandatory  branching  poli- 
cies have  resulted  in  a  rapid  expansion  in  the  number 


Summary  of  the  1979  Report 

The  1979  Report  characterized  the  Indian  banking  sys- 
tem as  essentially  state-run,  with  nationalized  banks  ac- 
counting for  the  vast  majohty  of  domestic  deposits.  New 
foreign  bank  entry  and  expansion  of  existing  foreign 
bank  operations  were  virtually  precluded.  Despite  the 
steady  expansion  of  Indian  banking  services,  particu- 
larly in  the  rural  areas,  large  segments  of  the  Indian 
population  still  relied  on  the  services  of  more  traditional 
monev-lenders 

Domestic  Banking  System 

The  Indian  banking  system  is  less  modern  than  in  some 
developing  countries,  and  automation  is  practically  non- 
existent Traditional  money-lenders  continue  to  supply 
about  half  the  credit  in  rural  areas  of  the  country. 


Table  6.1 
Depository  Institutions  in  India,  March  1983 

Number  of      Domestic 


Commercial  Banks'* 

Reporting 

Banks 

205 

26 

1 

Deposits 
$51  202* 

State  Cooperative  Banks.... 
Postal  System 

735 
2,504 

Total 

232 

$54,441 

•U.S.  dollars  In  millions  converted  at  the  rate  of  9  97  rupees  per  U.S. 
dollar. 

"Includes  123  regional  rural  banks  set  up  by  the  government 

SOURCE    Reserve  Bank  of  India  Bulletin.  September  1983 
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of  branches  in  India's  rural  areas.  Over  half  of  Indian 
banking  offices  are  now  located  in  these  areas,  com- 
pared to  roughly  one-fifth  in  1969.  These  branches,  along 
with  the  cooperative  societies,  now  supply  a  growing 
portion  of  the  credit  needs  in  these  areas  reducing  the 
reliance  on  private  money-lenders  and  landowners  as 
a  source  of  credit. 

Banl<s  in  India  are  closely  supervised  by  the  Reserve 
Bank  of  India,  the  central  bank.  Reserve  requirements 
are  relatively  high  and  are  keyed  to  total  deposits.  The 
central  bank  also  sets  specific  controls  on  bank  credit 
growth  and  single-borrower  lending  limits,  which  may 
be  exceeded  only  with  specific  approval.  Interest  rate 
ceilings  are  imposed  on  both  deposits  and  loans.  Loans 
exceeding  certain  size  limits,  depending  on  their  pur- 
pose, must  also  be  referred  to  the  central  bank  for  ap- 
proval. These  controls  also  apply  to  foreign  banks. 

The  central  bank  sets  various  targets  and  sub-targets 
for  lending  to  priority  sectors  of  the  Indian  economy  by 
domestic  banks.  A  "New  20-Point  Programme"  was  an- 
nounced in  early  1983  to  improve  living  standards  of 
the  weakest  segments  of  society,  such  as  small  and 
marginal  farmers,  landless  laborers,  tenant  farmers  and 
sharecroppers,  artisans,  and  village  and  cottage  in- 
dustries. Subsequent  instructions,  issued  on  February 
7,  1983,  left  unchanged  the  overall  target  of  40  percent 
of  bank  credit  for  priority  sectors.  Sub-targets  for  lending 
to  agriculture  and  weaker  segments  were  revised  up- 
ward. Loans  to  agriculture  and  allied  activities  are  to 
reach  at  least  15  percent  of  total  credit  by  March  1985, 
and  at  least  16  percent  by  March  1987.  Lending  to  the 
weaker  segments  are  to  account  for  25  percent  of  prior- 
ity sector  advances,  or  10  percent  of  total  bank  credit, 
by  the  end  of  March  1985. 

Key  Developments  Since  1979 

Government  policy  has  become  more  receptive  to  entry 
by  foreign  banks,  but  generally  only  from  countries  not 
presently  represented  in  India  and  where  Indian  banks 
have  a  presence. 

On  January  1,  1982,  the  Indian  Government  estab- 
lished the  Export-Import  (EXIM)  Bank  of  India  to  finance 
exports  and  coordinate  the  activities  of  other  institutions 
engaged  in  financing  India's  foreign  trade.  Foreign  banks 
are  granted  full  access  to  EXIM  facilities. 

A  limited  number  of  additional  branches  for  existing 
foreign  banks  have  been  approved. 

In  recent  anti-poverty  programs,  foreign  banks  have 
been  subject  to  less  stringent  rules  than  domestic  banks. 

Foreign  investment  in  India  is  receiving  greater  en- 
couragement generally,  and  procedures  for  obtaining 
government  clearances  have  been  streamlined. 

The  Finance  Act  of  1 982  introduced  two  new  changes 
in  tax  treatment  that  effectively  reduced  the  tax  rate  for 
Indian,  but  not  foreign  banks. 

Treatment  of  U.S.  and  Other  Foreign  Banks 

The  Indian  Government's  unwritten  policy  over  the  last 
few  years  can  be  characterized  as  permitting  slow,  but 
controlled  expansion  of  foreign  banking.  India  has  be- 
come more  receptive  to  new  foreign  bank  entry,  but 


generally  only  from  countries  not  presently  represented 
in  India  and  where  Indian  banks  have  a  presence.  As 
a  result,  prospects  for  new  U.S.  bank  entry  are  not  good. 

In  1979,  the  policy  had  been  to  essentially  freeze  the 
level  of  foreign  bank  activity  to  the  12  foreign  banks 
already  present.  Since  then,  five  new  foreign  banks  have 
been  allowed  to  enter,  and  a  limited  number  of  additional 
branches  for  foreign  banks  already  established  in  India 
have  been  permitted.  Currently,  17  foreign  banks  op- 
erate with  a  total  of  133  branches  in  India.  Licenses 
have  also  been  issued  to  two  additional  banks  to  com- 
mence banking  business  in  India,  one  from  Oman  and 
one  from  Canada.  Representative  offices  of  14  foreign 
banks  had  been  established  by  mid-1983. 

Current  policies  still  significantly  confine  foreign  banks 
now  operating  in  India  to  a  limited  number  of  branches 
in  major  metropolitan  areas,  restricting  their  ability  to 
develop  a  local  deposit  base  and  establish  close  con- 
tacts with  a  broad  range  of  potential  customers. 

In  addition  to  branching  restrictions,  local  funding  of 
established  foreign  banks  is  limited  in  two  key  areas. 
Regulations  specifically  prohibit  any  bank  from  borrow- 
ing from  indigenous  nonbanks  or  from  raising  foreign 
currency  funds  abroad.  Foreign  banks,  as  well  as  pri- 
vately-owned Indian  banks,  are  also  unable  to  obtain 
deposits  of  Indian  Government  agencies  and  state-owned 
enterprises. 

Special  regulations  applicable  only  to  foreign  banks 
require  them  to  invest  75  percent  of  their  demand  and 
time  deposits  in  a  form  prescribed  by  the  central  bank. 
Foreign  banks  are  also  required  to  maintain  higher  cash 
reserves  at  the  central  bank  than  those  required  for 
indigenous  banks. 

Foreign  banks  have  been  subject  to  a  higher  profit 
tax  rate  than  Indian  banks  since  1977:  70  percent  for 
foreign  banks  compared  to  55  percent  for  Indian  banks. 
In  addition,  a  5  percent  surcharge  is  levied  on  all  banks. 

The  Finance  Act  of  1982  reduced  the  effective  tax 
rate  for  Indian  banks,  but  not  for  foreign  banks.  In  order 
to  increase  their  capital  base,  nationalized  Indian  banks 
engaged  in  foreign  operations  may  transfer  40  percent 
of  their  total  income  to  a  special  reserve  account  and 
deduct  that  amount  when  figuring  taxable  income.  A 
second  change  allows  small  Indian  banks  a  deduction 
of  up  to  1 .5  percent  of  total  average  advances  to  rural 
areas  to  cover  bad  debts.  This  provision  was  previously 
available  only  to  large  Indian  banks.  These  changes 
appear  to  have  been  designed  to  increase  the  after-tax 
profitability  of  indigenous  banks.  In  1981  and  1982,  for- 
eign bank  after-tax  profits  were  considerably  higher  than 
those  of  public  sector  indigenous  banks. 

Foreign  banks,  however,  are  able  to  escape  some  of 
the  high  costs  associated  with  various  lending  and 
branching  requirements.  Unlike  the  nationalized  banks, 
foreign  banks  are  not  required  to  open  costly  branches 
in  rural  areas;  lend  to  small,  high-risk  borrowers  at  con- 
cessionary rates;  or  comply  with  the  1983  program  di- 
recting loans  to  the  agricultural  sector.  Foreign  banks 
are  obliged  to  make  institutional  loans  at  low  rates  to 
the  government-controlled  Food  Corporation  of  India, 
but  these  obligations  have  been  less  rigidly  applied  to 
foreign  banks  than  to  domestic  banks. 

On  January  1,  1982,  the  Indian  Government  estab- 
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lished  the  Export-Import  (EXIM)  Bank  of  India  to  finance  banks  appears  to  be  moderating  in  recent  years,  as 

exports  and  to  coordinate  the  activities  of  other  insti-  both  international  trade  and  technology  have  become 

tutions  engaged  in  financing  India's  foreign  trade.  For-  more  important.  Although  trends  toward  greater  oppor- 

eign  banks  are  granted  full  access  to  EXIM  facilities.  tunities  for  foreign  banks  are  evident,  a  rapid  expansion 

The  government's  attitude  towards  the  role  of  foreign  of  the  foreign  banks'  presence  is  not  expected. 
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7.  Japan 


Summary  Assessment 

Substantial  progress  has  been  made  toward  national 
treatment  since  1979.  Recent  discussions  between  the 
Treasury  and  the  Japanese  Ministry  of  Finance,  in  the 
Working  Group  on  Yen/Dollar  Exchange  Rate  Issues, 
resulted  in  the  reaffirmation  by  both  sides  of  their  com- 
mitment to  national  treatment,  as  well  as  the  announce- 
ment of  a  number  of  measures  that  will  significantly 
improve  the  regulatory  environment  in  which  foreign  banks 
operate  in  Japan.  Among  the  more  important  are  allow- 
ing foreign  banks  to  enter  the  trust  banking  business 
and  to  trade  Japanese  public  sector  securities,  relaxing 
controls  on  overseas  yen  lending,  eliminating  swap  lim- 
its and  liberalizing  the  regulations  on  yen  certificates  of 
deposit.  Together  with  the  steps  announced  in  the  Work- 
ing Group's  report,  which  will  lead  to  freer  use  of  the 
yen  internationally  and  the  liberalization  of  Japan's  do- 
mestic financial  system,  and  the  possible  resolution  of 
Texas  banks'  problems  in  entenng  the  Japanese  market, 
these  measures  should  open  a  wide  range  of  activities 
to  foreign  banks,  and  when  implemented  they  will  es- 
sentially result  in  U.S.  banks  receiving  full  national  treat- 
ment in  Japan 

At  year-end  1978.  22  Japanese  banks  maintained  12 
subsidianes,  27  branches,  22  agencies,  and  one  Edge 
Act  Corporation  in  the  United  States.  There  were  also 
25  representative  offices  of  Japanese  banks.  As  of  year- 
end  1983.  24  Japanese  banks  were  operating  in  the 
U.S.,  with  $126  billion  in  total  assets,  through  12  sub- 
sidiaries, 37  branches,  23  agencies,  and  three  Edge 
Act  Corporations.  Six  additional  representative  offices 
have  also  been  opened. 

Twenty-one  of  the  59  foreign  banks  with  branches  in 
Japan  at  year-end  1978  were  U.S.  banks.  These  U.S. 
banks  operated  28  branches  with  about  $13.8  billion  in 
total  assets.  As  of  March  1983,  the  latest  date  for  which 
data  is  available,  73  foreign  banks  from  20  countries 
had  branches  in  Japan.  The  21  U.S.  banks  increased 
their  presence  to  32  branches  with  $21 .95  billion  in  as- 
sets, approximately  38  percent  of  all  foreign  bank  assets 
($57.8  billion).  Foreign  banks  held  roughly  3.5  percent 
of  the  Japanese  market  as  of  March  1983.  In  addition, 
foreign  banks  currently  maintain  over  1 00  representative 
offices  in  Japan. 

National  Treatment  Review 

Summary  of  the  1979  Report 

The  1979  Report  indicated  that,  although  Japan's  fi- 
nancial system  had  rapidly  matured  over  the  pnor  ten 
years,  its  laws,  regulations  and  administrative  guidance 
to  banks  had  not  kept  pace.  This  had  resulted  in  a 
substantial  lack  of  national  treatment  and  equality  of 
competitive  opportunity  in  practice  for  U.S.  and  other 


foreign  banks  in  Japan.  Recent  measures  instituted  by 
the  Japanese  government  appeared  to  substantially 
remedy  the  previous  inequities,  although  it  was  too  early 
to  reach  any  definitive  conclusion. 

Domestic  Banking  System 

Japan's  banking  system  is  composed  of  four  major  types 
of  banking  institutions:  13  large  city  banks,  which  op- 
erate nationwide;  smaller  local  or  regional  banks,  which 
are  based  in  a  prefecture  and  whose  business  activities 
are  conducted  primarily  in  the  local  area;  three  long- 
term  credit  banks,  which  were  established  for  the  pur- 
pose of  lending  long-term  funds  and  which  finance 
themselves  primarily  through  issuing  debentures;  and 
seven  trust  banks,  which  conduct  a  general  trust  busi- 
ness and  limited  banking  business.  In  addition  to  private 
banking  institutions,  the  postal  system  offers  savings 
deposits  to  small  depositors.  That  system  is  well  de- 
veloped, and  total  postal  savings  deposits  are  roughly 
40  percent  as  large  as  total  bank  deposits. 

One  particular  aspect  of  the  Japanese  banking  struc- 
ture that  affects  international  banking  is  the  special  sta- 
tus of  the  Bank  of  Tokyo.  Formerly  the  Yokohama  Specie 
Bank,  the  Bank  of  Tokyo  is  currently  authorized  by  the 
Foreign  Exchange  Bank  Law  of  1954,  which  grants  it 
special  privileges  in  establishing  foreign  branches  and 
subsidiaries.  The  Bank  of  Tokyo  is  also  permitted  to 
issue  debentures  along  with  the  long-term  credit  banks. 
On  the  other  hand,  the  Bank  of  Tokyo  may  operate  do- 
mestic offices  only  at  places  where  foreign  trade  is  con- 
ducted and  may  not  make  yen  loans  unrelated  to  foreign 
trade.  Despite  those  privileges  and  restraints,  the  Bank 
of  Tokyo  is  considered  one  of  the  city  banks. 

The  city  banks,  which  account  for  slightly  more  than 
half  of  all  banking  assets  in  Japan,  are  the  principal 
competitors  for  foreign  banks  operating  in  Japan.  Those 
banks,  which  include  a  number  of  large,  multinational 
banks,  are  the  major  lenders  to  Japanese  industry,  which 
because  of  Japan's  relatively  poorly  developed  secu- 
nties  markets  has  traditionally  been  dependent  on  the 
city  banks  for  financing.  Although  the  large  banking- 
industnal  complexes  (zaibatsus)  were  broken  up  after 
the  end  of  World  War  II  because  they  were  considered 
to  be  undesirable  concentrations  of  economic  power, 
close  links  between  the  large  banks  and  the  major  cor- 
porate enterprises  still  exist. 

The  city  banks  finance  a  high  proportion  of  their  ac- 
tivities through  deposits,  especially  time  deposits.  Be- 
cause of  the  heavy  demands  for  finance  by  major  in- 
dustries, the  city  banks  are  at  times  large  net  borrowers 
in  the  call,  bill  discount,  and  other  short-term  money 
markets  and  from  the  Bank  of  Japan.  The  funds  obtained 
in  the  call  and  bill  discount  markets  often  come  from 
the  regional  banks.  Local  or  regional  banks  transact 
business  mostly  in  the  prefectures  where  their  mam  of- 
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fices  are  located.  Some  of  them  are  comparable  in  size 
to  city  banks,  but  the  majority  are  of  small  or  medium- 
scale.  Local  banks  are  in  general  large  suppliers  of 
funds  to  the  call  and  bill  discount  markets  because  their 
ability  to  attract  deposits  routinely  exceeds  local  loan 
demand. 

Long-term  credit  banks,  which  primarily  engage  in 
long-term  financing,  have  fewer  branches  than  city  or 
local  banks  but  operate  on  a  nationwide  basis.  They  are 
authorized  to  issue  debentures  but  can  accept  deposits 
only  from  certain  types  of  customers.  It  should  be  noted 
that  the  Japanese  public  has  traditionally  relied  less 
heavily  on  checking  accounts  and  other  demand  de- 
posits for  transactions  purposes  than  is  customary  in 
the  United  States. 

The  banking  system  in  Japan  is  heavily  regulated. 
That  regulation  often  takes  place  through  what  is  termed 
"administrative  guidance"  rather  than  through  pub- 
lished regulations.  In  the  monetary  field,  this  is  con- 
ducted through  what  is  generally  termed  "window  guid- 
ance," which  operates  through  discussions  between  the 
Bank  of  Japan  and  the  private  banks  on  various  aspects 
of  banking  including  loan  growth,  liquidity  and  access 
to  money  market  funds,  and  is  especially  important  in 
the  area  of  lending. 

Major  Changes  Since  1979  in  Japan's 
Financial  Markets 

Changing  economic  and  financial  conditions  in  Japan 
as  well  as  growing  ties  with  the  world  economy  and  a 
recognition  of  Japan's  responsibilities  as  the  free  world's 
second  largest  economy  have  combined  to  stimulate 
changes  in  Japan's  domestic  financial  markets  since 
1979.  Domestically,  the  approaching  maturity  of  sub- 
stantial amounts  of  government  long-term  debt  has  stim- 
ulated innovation  in  government  debt  management  pol- 
icy and  promoted  the  development  of  new  types  of 
financial  instruments.  Slower  growth  of  private  invest- 
ment has  contributed  to  the  decreasing  dependence  of 
corporate  borrowers  on  traditional  lenders  and  caused 
lenders  to  reexamine  their  roles.  And  an  aging  popu- 
lation is  increasingly  seeking  better  returns  on  its  retire- 
ment savings.  Internationally,  the  increasing  access  of 
Japanese  borrowers  and  investors  to  foreign  capital 
markets  has  intensified  pressure  on  controls  on  Japan's 
domestic  capital  and  money  markets,  while  the  emer- 
gence of  Japan  as  a  major  net  capital  exporter  has  led 
financial  institutions  in  Japan  to  give  increasing  weight 
to  their  international  business. 

The  years  since  1979  have  seen  two  major  legislative 
changes  that  generally  encouraged  the  liberalization  of 
the  Japanese  financial  system.  Intensified  competition 
among  financial  institutions,  both  domestic  and  foreign, 
is  producing  not  only  a  surge  of  interest  in  new  financial 
products  but  also  a  reexamination  of  the  role  of  Japan's 
specialized  financial  institutions.  Fundamental  changes 
in  Japanese  financial  markets  clearly  lie  ahead.  The  May 
1984  report  on  Yen/Dollar  Exchange  Rate  Issues,  pre- 
pared by  the  Japanese  Ministry  of  Finance-US.  Treas- 
ury Working  Group,  describes  Japan's  commitment  to 
further  liberalization  of  its  domestic  capital  markets  and 
outlines  some  major  steps  in  this  direction. 


The  revision  of  the  Foreign  Exchange  and  Foreign 
Trade  Control  Law  implemented  in  December  1 980  was 
the  first  major  legislative  change.  In  a  general  way,  the 
revised  law  represented  a  shift  in  approach  to  control 
of  external  trade  and  financial  transactions  from  one  of 
prohibition  of  all  external  transactions  unless  specifically 
allowed,  to  one  of  freedom  in  principle  unless  prohibited. 
Although  a  significant  regulatory  framework  remained, 
discretionary  authority  of  the  monetary  authorities  in  this 
area  was  considerably  curtailed.  In  terms  of  specifics, 
the  more  important  changes  were  liberalizing  resident 
foreign  currency  deposits  with  authorized  financial  in- 
stitutions in  Japan  and  foreign  currency  borrowing  by 
residents  ("impact  loans"). 

The  second  legislative  change,  a  new  banking  law, 
became  effective  in  April  1982.  This  was  the  first  com- 
prehensive revision  of  Japan's  banking  laws  since  1 927. 
Provisions  under  the  old  banking  law  had  been  very 
broad  and  general,  allowing  the  Ministry  of  Finance  con- 
siderable administrative  discretion.  The  new  banking 
law  in  substantial  measure  codified  these  banking  reg- 
ulations and  rules,  which  had  previously  been  dissem- 
inated through  diverse  channels.  The  revised  banking 
law  also  explicitly  provided  that  banks  were  to  be  al- 
lowed to  sell  and  deal  in  Japanese  public  sector  bonds, 
under  license  from  the  Ministry  of  Finance.  Banks  began 
selling  newly  issued  public  bonds  to  individual  investors 
in  April  1983  and  began  dealing  in  outstanding  public 
bonds  in  June  1 984.  This  should  further  accelerate  com- 
petition among  banks  and  between  the  banking  and 
securities  industries.  Under  the  revised  banking  law, 
banks  are  also  permitted  banks  to  sell  gold  bullion,  ef- 
fective April  1982. 

In  the  face  of  growing  competition,  present  and  po- 
tential, financial  institutions  in  Japan  have  in  recent  years 
intensified  their  efforts  to  develop  new  products.  Prob- 
ably the  most  important  new  financial  instrument  intro- 
duced in  the  period  was  the  securities  companies'  me- 
dium-term government  bond  fund  (Chukoku  Fund), 
introduced  in  January  1980.  The  interest  rate  on  a  Chu- 
koku Fund  bears  a  close  relationship  to  that  for  one- 
year  bank  time  deposits,  but  investors  may  withdraw 
their  money  after  thirty  days.  These  funds  have  become 
major  competitors  with  bank  deposits,  and  the  bulk  of 
investments  in  Chukoku  Funds  is  believed  to  have  been 
shifted  from  bank  deposits.  Monies  invested  in  Chukoku 
Funds  currently  total  nearly  5  trillion  yen  ($22  billion). 

In  response,  banks  have  started  to  offer  new  types  of 
high-yielding  savings  instruments.  One  of  the  most  re- 
cent combines  time  deposits  with  government  bonds. 
Thus,  the  traditional  distinction  between  products  of- 
fered by  banks  and  those  offered  by  securities  com- 
panies has  begun  to  blur.  While  attention  has  tended  to 
focus  on  the  competition  between  banks  and  securities 
industries,  some  banks  and  securities  companies  have 
recently  begun  working  together  to  offer  new  financial 
products.  A  major  Japanese  securities  company  re- 
cently began  to  offer  a  type  of  cash  management  ac- 
count in  conjunction  with  a  credit  association,  and  other 
banks  and  securities  companies  are  expected  to  follow 
suit. 

Despite  changes  in  Japan's  financial  markets  and  in 
the  regulatory  environment  in  recent  years,  certain  basic 
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characteristics  of  the  financial  systenn  remain  un- 
changed. Long-term  interest  rates  still  generally  reflect 
administrative  controls  more  than  market  forces.  The 
broad  separation  of  banking,  securities,  and  insurance 
business  remains,  as  does  the  compartmentalization  of 
banking  into  short-term  lending  (city  and  regional  banks), 
long-term  lending  (long-term  credit  banks  and  trust  banks) 
and  trust  banking  (trust  banks)  In  addition,  there  are 
banks,  such  as  the  Bank  of  Tokyo,  that  have  a  special 
status.  Numerous  signs  are  appearing,  however,  that 
the  financial  authorities  are  preparing  to  review  the  basic 
policies  in  these  areas. 

Treatment  of  U.S.  and  Other  Foreign  Banks 

Japan  has  made  substantial  progress  toward  national 
treatment  since  1 979,  and  agreement  has  been  reached 
in  principle  on  a  series  of  steps  that  should,  when  fully 
implemented,  result  in  U.S.  banks  having  equal  com- 
petitive opportunity  in  Japan.  Prompt  and  effective  im- 
plementation of  the  steps  is  vital  to  assuring  U.S.  banks 
full  national  treatment,  and  the  U.S.  Treasury  will  be 
watching  with  interest  the  progress  made  in  carrying 
out  this  agreement. 

In  recent  discussions  between  the  Treasury  and  the 
Japanese  Ministry  of  Finance,  in  the  Working  Group  on 
Yen/Dollar  Exchange  Rate  Issues,  both  sides  reaffirmed 
their  commitment  to  national  treatment,  and  Japan  an- 
nounced a  number  of  measures  that  are  described  in 
the  following  sections.  These  measures,  when  imple- 
mented, will  significantly  improve  the  regulatory  envi- 
ronment in  which  foreign  banks  operate  in  Japan. 

in  general  Japan  grants  national  treatment  to  U.S. 
banks.  Under  Japanese  law,  branches  of  foreign  banks 
are  subject  to  the  same  regulations  as  Japanese  insti- 
tutions. Indeed,  the  Japanese  authorities  have  removed 
all  formal  discrimination  against  foreign  financial  insti- 
tutions, and  virtually  all  significant  cases  of  unequal 
treatment  have  been  addressed.  In  some  cases,  how- 
ever, governmental  regulations,  while  they  are  applied 
uniformly  to  domestic  and  foreign  banks,  may  have  the 
effect  of  disadvantaging  foreign  institutions.  In  addition, 
the  informal  way  in  which  regulations  have  been  com- 
municated to  financial  institutions  can  make  it  difficult 
for  foreign  banks,  less  familiar  with  the  regulatory  en- 
vironment and  usually  lacking  government  contacts,  to 
know  which  activities  are  permitted  and  what  changes 
are  being  contemplated.  The  Japanese  Ministry  of  Fi- 
nance recognizes  these  twin  problems  of  "effective  na- 
tional treatment"  and  "transparency,"  and  has  ex- 
pressed its  commitment  to  affording  foreign  banks  "equal 
competitive  opportunity  with  domestic  firms"  as  well  as 
"continuing  to  promote  transparency  in  the  execution  of 
its  policies  on  entry  and  operation  of  foreign  branches 
in  Japans  capital  markets." 

The  obstacles  US  banks  seeking  to  do  business  in 
Japan  have  encountered  generally  fall  into  three  broad 
areas:  entry:  limitations  on  the  activities  in  which  they 
can  engage:  and  restrictions  on  the  ways  in  which  they 
can  compete  in  the  permitted  activities.  Major  progress 
has  been  achieved  in  all  three  areas,  especially  when 
recently  announced  measures  are  taken  into  account, 
and  in  its  recent  discussions  with  the  Treasury  on  Yen/ 


Dollar  Exchange  Rate  Issues,  the  Ministry  of  Finance 
expressed  its  commitment  to  assuring  "national  treat- 
ment in  existing  and  newly  emerging  financial  business 
areas."  To  achieve  this  objective,  it  will  be  important  for 
the  announced  measures  to  be  effectively  implemented, 
and  further  steps  may  be  needed  on  a  few  points. 

In  terms  of  entry,  the  only  significant  restriction  that 
still  remains  is  the  exclusion  of  banks  from  the  State  of 
Texas.  The  process  of  informal  negotiation  by  which 
applications  are  considered  may  also,  in  some  cases, 
give  rise  to  problems  of  "transparency."  With  the  recent 
decisions  to  permit  foreign  banks  to  deal  in  Japanese 
public  sector  bonds  and  to  provide  investment  man- 
agement services,  limitations  on  the  activities  in  which 
foreign  banks  can  engage  follow  those  applied  to  Jap- 
anese banks  and  hence  are  consistent  with  fair  and 
equitable  treatment  of  foreign  financial  institutions.  Fi- 
nally, there  are  a  few  limitations  that  may  disadvantage 
foreign  banks  in  competing  in  permitted  activities:  these 
are  generally  issues  of  "effective  national  treatment." 

Entry 

U.S.  banks  can  enter  Japan  as  branches,  subsidiaries, 
or  representative  offices,  and  the  steadily  growing  num- 
ber of  offices  reflects  this  generally  satisfactory  access. 
However,  a  number  of  uncertainties  surround  the  ques- 
tion of  an  acquisition  of  a  Japanese  bank  by  a  foreign 
bank.  Opening  branches  in  Japan  can  be  time-con- 
suming and  frustrating,  but  in  large  part  this  is  due  to 
the  nature  of  the  Japanese  system,  where  written  reg- 
ulations are  usually  broadly  drafted  and  far  less  impor- 
tant than  the  way  in  which  they  are  interpreted  and 
applied.  Informal  discussions  for  several  months  pre- 
cede the  formal  submission  of  an  application  and  define 
the  terms  on  which  it  will  be  approved.  Because  formal 
applications  for  branches  are  accepted  only  once  each 
year,  the  entire  application  process  can  take  over  a  year. 
Japan  has  made  efforts  to  render  this  process  more 
rapid  and  straightforward,  and  foreign  applicants  are 
treated  as  favorably  as  Japanese  applicants.  Further- 
more, the  Ministry  of  Finance  has  in  the  recent  Report 
on  Yen/Dollar  Exchange  Rate  Issues  expressed  "its 
commitment  to  continuing  to  ensure  that  the  application 
process  is  as  expeditious  as  possible." 

There  are  two  specific  obstacles  that  face  banks  en- 
tering the  Japanese  market.  First,  Japan  will  not  au- 
thonze  banks  from  Texas  to  establish  branches,  citing 
the  provision  in  the  Texas  State  Constitution  that  pro- 
hibits foreign  banks  from  establishing  branches  in  Texas. 
However,  the  Ministry  of  Finance  has  begun  to  review 
this  issue  in  line  with  the  recent  discussions  in  the  Work- 
ing Group  on  Yen/Dollar  Exchange  Rate  Issues,  which 
aimed  at  ensuring  the  openness  of  the  financial  systems 
of  both  countries.  Second,  under  the  Japanese  legal 
framework,  the  acquisition  of  Japanese  banks  by  foreign 
banks  is  possible,  if  the  requirements,  which  would  de- 
pend on  the  precise  form  of  acquisition,  of  the  Anti- 
monopoly  Law.  the  Foreign  Exchange  and  Foreign  Trade 
Control  Law,  and/or  the  Banking  Law  are  met.  Moreover, 
it  is  difficult  to  acquire  a  Japanese  bank  because  there 
are  only  157  banks  in  Japan,  and  owners  of  Japanese 
banks  are  reluctant  to  sell  a  controlling  interest  to  an- 
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other  institution,  whether  Japanese  or  foreign.  In  this 
respect,  foreign  banl<s  are  not  at  a  disadvantage.  In- 
deed, the  Minister  of  Finance  stated  in  the  Joint  Press 
Announcement  he  and  Secretary  Regan  released  in  No- 
vember 1983,  that  "there  are  no  discriminatory  restric- 
tions under  Japanese  laws  on  the  acquisition  of  Japa- 
nese banks  by  foreign  banks," 

Limitations  on  the  Businesses  Foreign  Banks 

Can  Enter 

In  the  recent  discussions  between  the  Treasury  and  the 
Ministry  of  Finance,  it  was  agreed  that  "from  the  per- 
spective of  enhancing  the  efficiency  of  Japan's  capital 
markets  and  assuring  national  treatment  of  foreign  fi- 
nancial institutions,  it  is  important  to  ensure  that  these 
institutions  be  accorded  the  opportunity  to  participate 
fully  in  Japan's  domestic  financial  system."  As  a  result 
of  decisions  recently  announced  by  the  Ministry  of  Fi- 
nance, foreign  banks  should  soon  be  able  to  engage 
in  the  full  range  of  activities  performed  by  banks  in  Ja- 
pan. When  implemented,  these  measures  will  constitute 
an  important  step  towards  national  treatment  and  will 
enable  foreign  banks  to  compete  in  two  major  new  busi- 
ness areas. 

The  first  major  area  to  be  opened  to  foreign  banks  is 
trading  Japanese  public  sector  bonds.  Although  Ja- 
pan's new  banking  law,  effective  in  April  1982,  permitted 
banks  for  the  first  time  to  deal  in  Japanese  public  sector 
securities,  through  buying  and  selling  them  in  the  sec- 
ondary market,  the  first  group  of  banks  was  authorized 
to  start  dealing  only  in  June  1984.  This  initial  group  of 
34  banks  included  only  major  Japanese  institutions,  but 
the  Ministry  of  Finance  has  made  known  its  intention  to 
allow  qualified  Japanese  branches  of  non-Japanese 
banks  to  trade  government  securities.  Informal  discus- 
sions between  interested  non-Japanese  banks  and  the 
Ministry  of  Finance  have  already  begun,  and  it  is  anti- 
cipated that  qualified  banks  will  be  able  to  start  dealing 
within  the  next  few  months. 

In  addition,  two  months  ago  three  U.S.  banks  joined 
the  syndicate  that  underwrites  medium-  and  long-term 
government  bonds  Membership  in  the  syndicate  used 
to  be  an  expensive  obligation  because  government  debt 
was  frequently  issued  at  below-market  rates,  but  this 
situation  has  changed  because  of  two  interrelated  de- 
velopments: interest  rates  on  government  debt  have 
moved  gradually  towards  market  rates,  and  the  bank 
members  of  the  syndicate  have  been  permitted  to  sell 
newly-issued  government  debt  to  the  public  since  April 
1983  for  10-year  bonds  and  since  October  1983  for 
medium-term  bonds.  The  three  U.S.  bank  syndicate 
members  are  accordingly  now  permitted  also  to  engage 
in  this  business. 

The  second  major  area  opened  to  foreign  banks  is 
trust  business  in  Japan.  This  business,  which  includes 
such  activities  as  offering  fiduciary  accounts  and  man- 
aging pension  funds,  has  for  years  been  the  exclusive 
preserve  of  "trust  banks,"  a  special  type  of  financial 
institution.  No  applications  to  establish  new  "trust  banks" 
have  been  approved  in  decades,  and  other  types  of 
banks,  such  as  "city  banks,"  the  institutions  that  foreign 
banks  most  closely  resemble,  are  not  permitted  to  enter 


this  business.  In  line  with  Japan's  commitment  to  allow- 
ing foreign  financial  institutions  to  participate  fully  in  its 
domestic  financial  system,  the  Ministry  of  Finance  re- 
cently announced  that  it  would  "license  qualified  foreign 
banks  to  participate  in  the  same  range  of  trust  banking 
activities  as  is  performed  by  Japanese  trust  banks."  It 
is  anticipated  that  foreign  banks  will  enter  the  trust  bank- 
ing business  in  1985.  This  will  represent  another  major 
step  towards  national  treatment  and  significantly  ex- 
pand business  opportunities  for  U.S.  and  other  foreign 
banks  in  Japan. 

Restrictions  on  the  Ways 
Foreign  Banks  Can  Compete 

Changes  over  the  past  several  years  have  significantly 
improved  the  ability  of  foreign  banks'  Japanese  offices 
to  compete  with  Japanese  institutions,  and  further  steps 
were  recently  announced  by  the  Ministry  of  Finance  in 
the  Report  on  Yen/Dollar  Exchange  Rate  Issues.  When 
these  measures  are  implemented,  foreign  banks  will 
effectively  have  equal  competitive  opportunity  in  Japan. 

In  addition,  Japan  has  recognized  that  "transpar- 
ency," i.e.,  making  regulations  clear  and  readily  avail- 
able, in  its  policies  governing  the  operations  of  foreign 
banks  is  important  in  providing  these  institutions  with 
equal  competitive  opportunity. 

As  part  of  the  discussions  in  the  Working  Group  on 
Yen/Dollar  Exchange  Rate  Issues,  Japan  indicated  that 
"clear,  straight-forward  guidelines,  statements  or  rule 
interpretations  will  be  made  available  in  writing  as  ap- 
propriate." This  commitment  should  greatly  facilitate  for- 
eign banks'  operations  in  Japan  as  well  as  their  longer- 
term  planning. 

As  a  result  of  changes  in  the  regulations  governing 
foreign  banks'  yen  lending  to  non-residents,  foreign  banks 
now  receive  national  treatment  in  this  area.  Since  April 
1.  1984,  prior  consultation  with  the  Ministry  of  Finance 
on  such  overseas  lending  has  no  longer  been  required, 
and  there  are  now  no  limits  on  the  amount  of  such  lend- 
ing by  foreign  banks.  Prior  notification  of  the  Ministry  of 
Finance  is  still  required  by  Japanese  law,  but  this  applies 
to  all  banks,  domestic  and  foreign,  and  in  the  case  of 
syndicated  loans  can  now  be  done  by  one  bank  on 
behalf  of  the  entire  syndicate.  In  addition,  foreign  banks 
are  now  eligible  to  manage  yen  loan  syndications  and 
to  participate  in  such  lending  without  restrictions  on  their 
individual  or  aggregate  shares. 

Changes  since  the  1979  Report  have  also  resulted  in 
foreign  banks  receiving  national  treatment  in  several 
other  areas.  It  was  recently  announced  that  direct  bank- 
to-bank  trading  would  be  allowed  in  the  foreign  ex- 
change market  except  for  sales  or  purchases  of  dollars 
against  yen.  Although  this  will  apply  equally  to  all  banks, 
foreign  banks  may  benefit  more  because  of  their  con- 
siderable expertise  and  experience  in  this  activity.  Since 
1982,  two  U.S.  bank  branches  have  joined  the  bank 
telecommunications  system,  Japan's  nationwide  on-line 
money  transfer  system.  In  March  1980,  foreign  banks 
took  part  for  the  first  time  in  the  private  portion  of  a 
Japanese  Export-Import  Bank  financing.  The  number  of 
occasions  on  which  foreign  banks  participated  in  such 
lending  grew  from  three  in  1980  to  six  in  1981  and  nine 
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in  1982,  while  their  share  in  the  total  credit  ranged  from 
1  to  50  percent.  Connparable  information  is  not  yet  avail- 
able for  1983  A  foreign  bank  branch  has  not  served  as 
lead  manager  for  this  type  of  lending  so  far,  but  since 
April  1,  1984,  It  has  been  eligible  to  do  so. 

Under  Japan's  new  1982  banking  law,  which  embod- 
ies the  principle  that  foreign  bank  branches  should  be 
treated  administratively  on  equal  terms  with  Japanese 
banks,  the  preferential  treatment  foreign  bank  branches 
received  in  several  areas  has  been  eliminated.  Regu- 
lations that  previously  applied  only  to  Japanese  banks 
have  been  extended  to  foreign  banks:  branches  must 
now  set  aside  up  to  10  percent  of  after-tax  profits  as  a 
prudential  reserve,  and  loans  to  a  single  borrower  will 
be  limited  to  20  percent  of  a  bank's  head  office  capital 
and  reserves  beginning  in  1987.  Foreign  banks'  tradi- 
tional monopoly  on  foreign  currency  (impact)  lending  to 
Japanese  residents  was  likewise  ended  when  Japanese 
banks  were  allowed  to  make  short-term  "impact"  loans 
in  June  1979  and  medium-  and  long-term  loans  in  March 
1980. 

Despite  significant  progress  over  the  past  few  years, 
foreign  banks  still  may  in  some  cases  have  difficulty  in 
obtaining  sufficient  yen  funds.  The  Japanese  financial 
system  has  traditionally  been  highly  regulated,  with  most 
instruments  subject  to  interest  rate  controls  and/or  max- 
imum amounts  per  institution.  While  these  regulations 
apply  equally  to  Japanese  and  foreign  banks,  these 
constraints  on  banks'  ability  to  bid  for  funds  affect  for- 
eign banks  more  severely  because  they  lack  the  large, 
retail  deposit  base  of  Japanese  institutions. 

The  liberalization  of  Japan's  financial  markets  and  the 
removal  of  controls  on  interest  rates  to  which  Japan  is 
committed  should  greatly  improve  foreign  banks'  fund- 
ing situation  by  enabling  them  to  bid  for  the  funds  they 
need.  A  number  of  steps  in  this  direction,  such  as  re- 
moving interest  rate  ceilings  on  time  deposits,  were  an- 
nounced in  the  Report  on  Yen/Dollar  Exchange  Rate 
Issues.  As  implementation  of  these  measures  proceeds, 
foreign  bank  branches  should  become  able  to  compete 
with  Japanese  institutions  on  an  equal  footing. 


Over  the  past  few  years  a  number  of  steps  have  begun 
to  improve  foreign  banks'  access  to  yen  funding,  most 
notably  the  introduction  of  yen  certificates  of  deposit 
(CDs)  in  1979  with  ceilings  on  foreign  branches'  issu- 
ance that  were  substantially  higher  than  for  Japanese 
banks  of  similar  size.  Since  then,  the  ceiling  for  foreign 
banks'  branches  has  been  raised  on  several  occasions, 
most  recently  to  50  percent  of  total  yen  assets  on  April 
1,  1984,  while  for  Japanese  banks  the  ceiling  is  being 
expanded  gradually  until  it  reaches  100  percent  of  net 
worth  in  April  1985,  The  Ministry  has  announced  that  it 
will  seek  to  enlarge  these  ceilings  further  in  line  with  its 
commitment  to  removing  controls  on  Japan's  financial 
markets.  The  minimum  denomination  has  been  reduced, 
from  500  million  yen  to  300  million  yen  as  of  January  1 , 
1984,  and  is  due  to  be  lowered  to  100  million  yen  by 
April  1985.  In  addition,  the  Japanese  authorities  recently 
announced  their  intention  to  reduce  the  minimum  ma- 
turity from  three  months  to  one  month  by  April  1985,  a 
step  that  would  significantly  enhance  CDs'  usefulness 
as  a  funding  instrument. 

Foreign  banks'  ability  to  raise  yen  funds  should  be 
further  enhanced  by  several  other  measures  announced 
in  the  Report  on  Yen/Dollar  Exchange  Rate  Issues.  Swap 
limits  were  eliminated  June  1,  providing  a  potentially 
attractive  source  of  funds  in  certain  interest  and  ex- 
change rate  constellations.  Likewise,  the  development 
of  direct  bank-to-bank  trading  in  the  bill  discount  market, 
rather  than  through  brokers,  should  help  improve  the 
functioning  of  this  market  and  lead  to  interest  rates  being 
determined  by  the  supply  and  demand  for  funds.  The 
Ministry  of  Finance  has  announced  that  regulations  will 
be  issued  by  the  end  of  1984  under  which  banks  will 
be  authorized  to  issue  and  trade  in  yen  denominated 
bankers'  acceptances.  The  introduction  of  this  new  in- 
strument, together  with  the  other  measures  announced 
or  in  the  process  of  implementations,  should  significantly 
increase  the  variety  of  sources  of  yen  funds  available 
to  foreign  banks  and  enhance  their  ability  to  raise  funds 
flexibly  and  at  rates  comparable  to  those  of  Japanese 
banks. 
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8.  Republic  of  Korea 


Summary  Assessment 

On  April  20,  1984,  the  Korean  Ministry  of  Finance  an- 
nounced a  number  of  important  cfianges,  including 
pfiased-in  access  to  central  bank  rediscount  facilities 
whicfi,  when  implemented,  will  significantly  improve  the 
treatment  of  foreign  banks  in  Korea^  The  changes  will 
also  help  broaden  and  strengthen  the  domestic  financial 
market. 

Foreign  banks  may  open  branches  in  Korea.  Individ- 
ual foreign  banks,  however,  are  prohibited  from  opening 
more  than  two  branches  in  Korea  and  more  than  one 
branch  in  any  city.  In  addition  to  branches,  foreign  banks 
may  now  purchase  up  to  50  percent  of  a  joint  venture 
bank.  Permission  to  enter  is  based  on  reciprocity  and 
"contribution  to  Korea."  U.S.  bank  entry  has  not  been 
limited  due  to  bilateral  trade  relations  with  Korea  and 
the  entry  of  numerous  Korean  banking  interests  into  the 
United  States, 

Foreign  banks  are,  however,  presently  experiencing 
less  favorable  treatment  than  domestic  banks  in  several 
important  areas.  They  are  largely  excluded  from  official 
sources  of  funding  (mainly  rediscounting)  which,  com- 
bined with  the  lack  of  any  well-developed  market  in 
interbank  borrowing,  debentures,  and  certificates  of  de- 
posit, has  had  the  c^e  facto  impact  of  making  funding 
very  difficult.  The  limited  number  of  permissible  branches, 
the  requirements  for  separate  branch  capitalization,  and 
the  inability  of  foreign  banks  to  acquire  title  to  property 
are  other  major  impediments.  In  some  areas,  however, 
foreign  banks  receive  relative  benefits  from  differential 
treatment. 

The  major  restraints  on  U.S.  bank  activities  in  Korea 
are  little  changed  since  1979,  except  for  two  improve- 
ments. Additional  branches  of  foreign  banks  have  been 
permitted  and  Korean  authorities  have  allowed  foreign 
banks  to  invest  in  joint  venture  banks  with  local  investors. 
The  Korean  Government's  recent  support  for  the  prin- 
ciples of  national  treatment  and  specific  plans  for  elim- 
inating certain  restrictions  have  significantly  improved 
future  prospects 

As  of  December  1 978. 1 1  branches  of  nine  U.S.  banks 
held  assets  of  approximately  $1 ,0  billion  in  Korea.  By 
year-end  1983,  assets  of  the  18  branches  of  15  U.S. 
banks  in  Korea  had  risen  to  $2.8  billion  U.S.  banks  also 
maintained  six  representative  offices  in  Korea. 

At  the  time  of  the  1979  Report,  six  Korean  banks 
maintained  one  subsidiary,  three  branches  and  1 1 
agencies  in  the  United  States,  with  assets  of  roughly 
$1,8  billion.  By  year-end  1983,  the  six  Korean  banks 
had  expanded  their  U.S.  presence  to  19  offices  (two 
subsidiaries,  ten  branches,  and  seven  agencies),  with 
assets  of  $3.4  billion.  Korean  banks  also  maintained  ten 
representative  offices  in  the  United  States. 


National  Treatment  Review 


Summary  of  the  1979  Report 

The  1979  Report  indicated  that  foreign  banks  in  Korea 
were  not  afforded  full  equality  of  competitive  opportunity 
with  domestic  banks,  particularly  in  their  access  to  do- 
mestic funding  sources.  Restrictions  on  foreign  banks 
were  in  place  primarily  to  protect  and  encourage  the 
development  of  the  domestic  banking  system.  Korean 
authorities  were  attempting  to  counterbalance  some  of 
the  most  harmful  restrictions  by  conveying  certain  ad- 
vantages to  foreign  banks.  Overall,  foreign  bank  ex- 
perience was  difficult,  but  successful. 

Domestic  Banking  System 

Seven  nationwide  city  banks,  six  specialized  banks,  ten 
regional  banks,  and  48  foreign  bank  branches  make  up 
the  commercial  banking  sector  in  Korea.  In  addition,  a 
sizeable  private  money  market  has  flourished  outside 
the  official  financial  system. 

The  five  recently  de-nationalized  nationwide  city  banks 
play  the  dominant  role  in  Korea's  financial  system,  ac- 
counting for  approximately  one-half  of  total  commercial 
banking  activities.  Two  more  city  banks  have  been  es- 
tablished: the  Koram  Bank,  a  joint  venture  between  the 
Bank  of  America  and  a  number  of  Korean  businesses, 
established  in  March  1983;  and  Shinhan  Bank,  estab- 
lished in  July  1982  by  a  group  of  Korean  businessmen 
who  have  been  long-time  residents  of  Japan. 

Private  sector  deposits  accounted  for  approximately 
52  percent  of  the  city  banks'  total  financial  resources 
as  of  year-end  1983.  Direct  borrowings  from  the  Bank 
of  Korea,  the  central  bank,  amounted  to  another  16  per- 
cent. Principal  assets  of  city  banks  are  loans  to  domestic 
enterprises,  52  percent;  foreign  exchange  and  other 
foreign  assets,  12  percent;  securities,  including  gov- 
ernment bonds,  8  percent;  and  reserve  deposits  with 
the  central  bank,  3  percent. 

Six  specialized  banks  comprise  the  second  major  group 
of  banks  in  Korea.  Each  of  these  banks  was  established 
during  the  1960s  to  provide  financing  for  specific  sec- 
tors of  the  Korean  economy,  such  as  international  trade, 
agricultural  cooperatives,  housing,  and  small  business. 
Unlike  other  commercial  banks,  they  are  not  subject  to 
the  General  Banking  Act.  However,  they  have  been  in- 
creasingly engaged  in  commercial  banking  activities. 
Of  these  specialized  banks,  the  Korea  Exchange  Bank, 
established  in  1967  and  owned  by  the  central  bank  and 
the  government,  plays  the  leading  role  in  external  trans- 
actions such  as  foreign  exchange  and  trade  financing. 
The  Korea  Exchange  Bank  also  extends  loans  in  do- 
mestic currency,  but  emphasis  is  placed  on  short-term 
export  financing. 
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Table  8.1 

Total  Assets  by  Type  of  Banking  Institution  in  Korea 
(U.S.  dollars  in  billions*) 


Year-end 

City 
Banks 

Korea 

Exchange 

Bank 

Other 

Specialized 

Banks 

Local 

Regional 

Banks 

Foreign 
Banks 

Total 

1979 

$30.4 
(51,3%) 

$11,4 
(19,3%) 

$10,3 
(17,4%) 

$4,0 
(6,7%) 

$3,2 
(5,3%) 

$59,3 

1980 

34.4 
(49.8) 

14,5 
(20,9) 

11,0 
(15,9) 

3,9 
(5,7) 

5,4 
(7,8) 

69,1 

1981 

38.9 
(50.0) 

16,0 
(20,7) 

12,2 
(15,7) 

4,6 
(5.9) 

6,0 
(7,7) 

77,6 

1982 

42.9 
(49.9) 

16,3 
(19,0) 

14,4 
(16,8) 

5.6 
(6,6) 

6,7 
(7,8) 

85,9 

1983 

(Nov.) 

41,5 
(47,8) 

14,8 
(17,1) 

16,4 
(18,8) 

6,2 
(7,1) 

8,0 
(9,2) 

86,9 

"Converted  to  US  dollars  using  annual  average  exchange  rates  published  in  the  International  Monetary  Fund  International  Statistics. 

NOTE:  Percentages  are  in  parenthesis, 

SOURCE    Bank  of  Korea,  Monthly  Economic  Statistics. 


The  third  group  of  Korean  banks  consists  of  ten  small- 
scale  regional  banks  which  are  privately-owned  and 
established  in  each  of  the  nine  provinces  and  in  the  city 
of  Pusan,  The  general  operations  of  these  banks  are 
sinnilar  to  those  of  the  city  banks,  except  they  are  re- 
stricted regionally.  As  a  means  of  boosting  their  com- 
petitiveness, regional  banks  are  allowed  to  maintain 
slightly  higher  interest  rates  on  both  loans  and  deposits 
than  the  city  banks. 

Foreign  banks,  the  fourth  group  of  commercial  banks 
in  Korea,  have  grown  faster  in  the  last  several  years  than 
any  other  group.  Their  share  of  total  assets,  which  more 
than  doubled  between  1978  and  1983,  surpassed  that 
of  the  regional  banks  in  1980,  As  of  November  1983, 
foreign  bank  assets  represented  9,2  percent  of  all  bank 
assets  in  Korea,  Presently,  42  foreign  banks  from  1 1 
countries  operate  48  branches  in  Korea,  including  18 
branches  of  15  U,S,  banks. 

Foreign  bank  branches  account  for  about  half  of  all 
foreign  currency  loans  by  banks  in  Korea  and  about  6 
percent  of  domestic  currency  loans.  Foreign  banks'  share 
of  the  domestic  currency  deposit  market  is,  however, 
only  about  1  percent.  As  noted  in  Table  8,2,  their  market 
shares  have  tended  to  increase  in  recent  years.  Foreign 
banks  in  Korea  fund  their  lending  activities  largely  through 
net  advances  of  funds  from  their  affiliated  offices  in  other 
countries. 

Historically,  Korean  firms  have  relied  heavily  on  bor- 
rowed funds,  rather  than  equity  financing,  to  take  ad- 
vantage of  often  negative  real  interest  rates  and  be- 
cause of  the  relatively  underdeveloped  nature  of  the 
Korean  stock  market.  The  Korean  banking  system,  un- 
der the  tight  control  of  the  government,  has  played  a 
major  role  in  amassing  domestic  savings  and  channel- 


Table  8.2 

Foreign  Banks'  Share  of  Korean 

Bank  Deposits  and  Loans 

(Percent) 


Won 

Foreign 

Loans  and 

Currency 

Year-end 

Won  Deposits 

Discounts 

Loans 

1979 

,95 

3,3 

39,2 

1980 

1,26 

5,0 

51,5 

1981 

1,22 

5,3 

50,1 

1982 

1,05 

5,4 

50,3 

1983  (Nov,) 

1,29 

5,6 

51,7 

SOURCE:  Bank  of  Korea 


ing  them  into  the  investment  needs  of  Korean  industries 
for  rapid  economic  development.  Nevertheless,  banking 
efficiency  and  competitiveness  lagged  seriously  behind 
other  sectors  of  the  economy.  As  a  result,  a  sizeable 
private  money  market  flourished  outside  the  established 
financial  system.  Some  banking  scandals  occurred  with 
alleged  embezzlement  and  fraudulent  loans  by  high 
ranking  bank  officials  in  collusion  with  large  private  money- 
lenders. 

The  Korean  Government  has  initiated  a  number  of 
significant  changes  since  1979  in  keeping  with  long- 
term  policy  objectives  to  improve  banking  efficiency  and 
reduce  the  role  of  the  private  money-lenders, 

De-nationalization  of  the  five  city  banks,  completed 
in  1983,  was  the  most  important  step.  As  noted  above, 
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two  new  city  banks  with  foreign  participation  were  es- 
tablished in  1982  and  1983  to  promote  competition  and 
introduce  advanced  banking  technology^  The  Com- 
mercial Banking  Law  was  revised  in  1982  to  limit  own- 
ership of  city  banks  by  any  single  business  group  to  no 
more  than  8  percent. 

Commercial  banks  have  been  authorized  to  under- 
take new  activities  including  trust  services,  mutual  sav- 
ings deposits,  short-term  commercial  paper,  credit  card 
business,  factonng.  and  underwriting  of  government  se- 
curities. They  have  also  been  granted  some  autonomy 
in  banking  operations,  such  as  organization,  budget. 
and  staffing. 

Interest  rates  on  both  deposits  and  loans  were  low- 
ered drastically  in  1982,  and  the  required  interest  rate 
differential  on  preferential  loans  was  abolished.  In  early 
1984,  banks  were  permitted  to  pay  higher  interest  rates 
on  longer-term  savings,  and  given  some  flexibility  to 
differentiate  interest  rates  based  upon  a  borrower's  credit 
standing.  On  May  18.  1984,  certain  Korean  banks,  in- 
cluding the  five  city  banks,  were  authorized  to  issue 
negotiable  certificates  of  deposit  with  maturities  ranging 
from  91  to  1 80  days  and  subject  to  an  interest  rate  ceiling 
of  1 1  percent. 

In  spite  of  these  liberalization  steps,  however,  the  Ko- 
rean banking  system  continues  to  be  closely  regulated. 
The  government  maintains  the  right  to  set  maximum 
interest  rates,  appoint  bank  presidents,  and  direct  credit. 
De  facto  government  influence  is  likely  to  continue  for 
the  forseeable  future. 

Key  Developments  Since  1979 

Foreign  banks  are  now  permitted  to  invest  in  joint  venture 
banks  with  local  investors. 

Foreign  banks  meeting  certain  criteria  have  been  per- 
mitted to  purchase  their  business  premises  since  1982. 

Under  a  1983  policy,  foreign  banks  have  been  per- 
mitted to  engage  in  certain  securities  activities  on  a  par 
with  domestic  banks. 

New  policies  announced  on  April  20,  1984  estab- 
lished a  schedule  for  further  improvements  in  the  treat- 
ment of  foreign  banks 

Treatment  of  U.S.  and  Other  Foreign  Banks 

In  recent  years,  entry  into  Korea  has  been  relatively  open 
and  18  new  branches  of  foreign  banks  have  been  es- 
tablished since  1979,  Individual  foreign  banks,  however, 
are  prohibited  from  opening  more  than  two  branches  in 
Korea  and  more  than  one  branch  in  any  city.  In  addition 
to  branches,  foreign  banks  may  now  purchase  up  to  50 
percent  of  a  joint  venture  bank.  Permission  to  enter  is 
based  on  reciprocity  and  "contribution  to  Korea "  poli- 
cies U.S.  bank  entry  has  not  been  hindered  by  these 
policies. 

Many  restrictions  in  Korea's  closely  regulated  finan- 
cial system  apply  equally  to  both  domestic  and  foreign 
banks.  Foreign  banks  are  subject  to  a  number  of  ad- 
ditional discriminatory  restrictions,  and  are  given  a  few 
advantages  relative  to  domestic  banks 

The  most  important  restriction  is  inequitable  access 
to  low-interest  central  bank  rediscount  facilities,  includ- 


ing discount  lending  for  commercial  bills  and  for  export 
promotion.  Rediscount  credits  are  a  very  important  source 
of  funds  to  domestic  banks  in  Korea,  in  some  instances 
amounting  to  about  one-fifth  of  their  total  funding. 

Korea  has  established  a  special  "swap  facility"  for 
foreign  banks  to  offset  their  funding  disadvantage,  in  a 
paper  released  on  September  7,  1983,  the  Bank  of  Ko- 
rea acknowledged  that  foreign  banks  did  not  have  eq- 
uitable access  to  its  rediscount  facilities.  The  Bank  of 
Korea  justified  this  differential  treatment  on  the  basis 
that  foreign  banks  were  allowed  to  obtain  local  currency 
funds  through  the  special  swap  facility  with  a  guaran- 
teed margin  of  1  percent  per  annum  over  the  foreign 
banks'  cost  of  funds.  It  also  noted  that  virtually  no  de- 
veloping country,  and  few  developed  countries,  provide 
foreign  banks  significant  amounts  of  central  bank  re- 
discount credit. 

While  this  swap  facility  does  exist,  the  1  percent  mar- 
gin provided  to  foreign  banks  is  less  than  that  available 
to  domestic  banks  obtaining  well-below  market  rate  loans 
from  the  Bank  of  Korea.  Thus,  foreign  banks'  returns 
from  such  financing  are  lower  relative  to  domestic  banks. 

The  swap  facilities  for  foreign  banks  in  Korea  are  also 
not  unlimited,  but  are  granted  on  a  case-by-case  basis 
depending  on  a  branch's  capital  and  "special  contri- 
bution to  Korea."  As  a  consequence  swap  facilities  are 
not  a  flexible  funding  vehicle.  There  is  no  well-developed 
domestic  interbank  market,  no  negotiable  certificates  of 
deposit  (just  authorized  for  certain  domestic  banks),  and 
neither  foreign  nor  domestic  banks  are  permitted  to  is- 
sue short-term  debentures.  The  net  result  is  that  do- 
mestic funding  is  difficult  for  foreign  banks  since  they 
lack  a  domestic  deposit  base. 

A  second  major  constraint  faced  by  foreign  banks  in 
Korea  is  the  limited  number  of  permissible  branches 
and  the  requirement  that  each  branch  be  capitalized 
separately.'  The  minimum  capital  for  a  branch  is  cur- 
rently 3  billion  won,  or  about  $3.8  million.  The  branch 
capitalization  requirement  restricts  the  ability  of  foreign 
banks  to  compete  on  equitable  terms  with  domestic 
banks,  as  single  borrower  lending  limits,  acceptances 
limits,  and  access  to  the  domestic  call  money  market 
are  based  on  an  entity's  capital  in  Korea.  The  25  percent 
single  borrower  lending  limit,  however,  is  not  rigidly  en- 
forced for  foreign  banks. 

A  third  significant  problem  facing  foreign  banks  in 
Korea  is  the  legal  restraint  on  any  foreigner  acquiring 
title  to  real  estate  and  other  kinds  of  property  broadly 
defined,  including  vessels  and  aircraft.  Foreigners  may 
file  claims  against  property,  but  that  is  not  generally 
considered  sufficient  by  foreign  banks  to  protect  their 
interests.  The  practical  effect  of  this  legal  restraint  is  that 
foreign  banks  are  unable  to  take  collateral  on  long-term 
loans,  including  asset-based  financing  for  vessels  and 
aircraft,  which  confines  their  activities  largely  to  short- 
term  trade  finance.  This  restraint  also  raises  the  costs 
of  bank  premises  and  housing  for  expatriate  staff.  Re- 
laxation of  this  constraint  on  foreign  banks  would  require 
an  amendment  to  the  Alien  Land  Acquisition  Law. 


'Foreign  banks  that  maintain  more  than  one  branch  in  Korea  have  to 
capitalize  each  branch  separately,  while  an  office  of  a  locally-char- 
tered bank  in  Korea  can  rely  on  the  parent  banks  total  capital 
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A  small  improvement  in  1982  permitted  foreign  banks 
satisfying  residence  and  size  criteria  to  purchase  their 
business  premises. 

A  foreign  bank  must  have  been  established  in  Korea 
for  at  least  ten  years,  have  total  exposure  in  Korea  of 
$1  billion,  and  have  total  assets  of  200  billion  won.  Three 
US,  banks  have  qualified  under  these  criteria,  and  one 
has  exercised  its  rights. 

In  addition  to  these  three  major  problems,  there  are 
several  other  areas  where  foreign  banks  have  not  re- 
ceived national  treatment.  Foreign  banks  are  not  allowed 
to  offer  trust  accounts  or  invest  in  finance  and  insurance 
companies.  Foreign  banks  have  also  not  been  eligible 
to  gain  full  membership  in  the  National  Banks  Associ- 
ation, which  is  very  influential  in  determining  banking 
policy  and  practice  in  Korea 

One  area  where  the  degree  of  national  treatment  has 
improved  is  in  the  securities  business.  In  1983,  the  Min- 
istry of  Finance  approved  a  policy  of  allowing  foreign 
banks  to  participate  in  the  same  securities  activities  as 
the  city  banks,  mainly  underwriting  government  secu- 
rities. To  date,  1 2  foreign  banks  have  secured  approval. 

There  are  also  some  banking  rules  in  Korea  which 
provide  advantages  to  foreign  banks  relative  to  their 
domestic  competitors.  Most  notable  is  the  exemption 
granted  foreign  banks  from  a  requirement  that  sub- 
stantial portions  of  bank  loans  be  devoted  to  specific 
sectors  of  the  economy.  In  addition,  foreign  banks  may 
have  certain  tax  advantages  on  foreign  currency  loans. 

On  April  20,  1984,  the  Ministry  of  Finance  announced 
a  number  of  significant  changes  that  promise  to  phase- 
in  a  policy  of  national  treatment  for  foreign  banks  in 
Korea  over  the  next  two  years.  That  announcement  stated: 

In  1984,  foreign  banks  will  be  given  membership 
in  the  National  Banks  Association  and  the  Clearing 
House.  This  will  enhance  the  status  of  foreign  banks, 
make  them  an  integral  part  of  the  Korean  banking 
sector,  and  put  them  in  a  position  to  protect  them- 
selves against  any  discrimination.^ 


The  definition  of  "capital"  for  foreign  bank  branches 
will  be  broadened  in  1984  by  making  an  adjustment 
in  the  scope  of  operating  funds  (A-Funds  and  B- 
Funds).  With  the  increase  in  presumptive  capital, 
foreign  banks  should  be  less  constrained  in  lending 
activity  or  in  issuing  guarantees  and  acceptances. 

In  1985,  foreign  banks  will  be  allowed  to  start  trust 
business  currently  provided  by  domestic  commer- 
cial banks.  Thus,  foreign  banks  are  only  one  year 
behind  the  nationwide  city  banks,  which  were  al- 
lowed to  manage  trust  funds  for  the  first  time  in 

1 984,  and  just  two  years  behind  domestic  provincial 
banks. 

From  1985,  foreign  banks  will  be  given  access  to 
the  central  bank  rediscount  window.  The  rediscount 
facility  will  be  available  only  for  export  financing  in 

1985,  but  will  be  fully  available  from  1986  on  the 
same  conditions  that  apply  to  domestic  banks. 

Again,  national  treatment  is  Korea's  clear  policy 
direction  on  foreign  banks.  In  this  spirit,  exclusive 
privileges  enjoyed  by  foreign  banks  will  also  be 
phased-out  in  step  with  the  removal  of  restrictions 
on  foreign  banks,'' 

The  policy  changes  announced  on  April  20, 1 984  have 
the  full  support  of  the  Korean  Government.  When  im- 
plemented, they  will  represent  a  very  significant  im- 
provement in  the  treatment  of  foreign  banks  in  Korea, 

Most  recently,  on  May  18,  selected  domestic  banks 
(including  the  five  city  banks)  were  granted  authority  to 
issue  negotiable  certificates  of  deposit  with  a  maturity 
range  from  91  to  180  days  subject  to  an  interest  rate 
ceiling  of  11  percent.  During  some  past  liberalizations 
within  Korea,  domestic  banks  have  been  given  new 
powers  first,  and  with  authority  for  foreign  banks  follow- 
ing. If  this  change  follows  such  a  pattern,  it  would  be 
generally  consistent  with  the  April  policy  pronounce- 
ments. The  government's  intentions  in  this  regard,  how- 
ever, have  not  yet  been  made  public. 


'In  May  1984,  foreign  banks  with  Korean  operations  were  permitted 
to  become  non-voting,  associate  members  of  ttie  National  Banks  As- 
sociation, 


^Tfie  Korean  announcements  are  contained  in  a  paper  entitled  "For- 
eign Banks  in  Korea,  Their  Role  and  Treatment,"  released  in  April 
1984  by  the  International  Finance  Bureau  of  the  Korean  Ministry  of 
Finance 
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9.  Mexico 


Summary  Assessment 

Except  for  one  grandfathered  bank  which  is  greatly  re- 
stricted, Mexico  IS  closed  to  foreign  bank  entry  There 
is  no  indication  that  the  treatment  of  foreign  banks  will 
be  liberalized.  Foreigners  are  allowed  to  establish  off- 
shore banking  facilities  in  Mexico  to  do  business  solely 
in  foreign  currencies  and  with  nonresidents,  but  none 
has  done  so  to  date  due  to  burdensome  regulations. 
The  situation  remains  unchanged,  in  effect,  from  that 
existing  in  1979. 

The  only  foreign  bank  operating  in  Mexico  is  U.S.- 
owned  and  was  specifically  exempted  from  the  1982 
bank  nationalization  U.S.  banks  maintain  47  represen- 
tative offices  in  Mexico,  an  increase  of  13  since  1979 
At  year-end  1978,  three  Mexican  banks  operated  one 
subsidiary  and  five  agencies  in  the  United  States.  At 
year-end  1983,  there  were  two  Mexican-owned  subsi- 
diaries and  ten  agencies  of  six  Mexican  banks  with  total 
assets  of  $4.1  billion.  The  number  of  representative  of- 
fices of  Mexican  banks  in  the  United  States  has  declined 
from  four  to  two  over  this  period. 

National  Treatment  Review 

Summary  of  the  1979  Report 

Barriers  to  foreign  bank  entry  through  full-service  branches 
or  subsidiary  or  affiliate  relationships  with  Mexican  banks 
had  been  part  of  Mexico's  foreign  investment  policy 
since  the  1 930's  They  were  based  on  the  Mexican  belief 
that  a  strong  banking  system  is  critical  to  economic 
development  and  that  foreign  bank  operations  might 
threaten  the  independence  and  growth  of  the  domestic 
banking  system.  Banks  from  the  United  States  were 
perceived  as  posing  the  most  immediate  danger  be- 
cause of  their  size  and  efficiency. 

Banking  rules  enacted  in  1974  had  a  significant  im- 
pact on  the  banking  system  by  enabling  commercial 
banks,  investment  banks  (financieras),  mortgage  banks, 
savings  banks,  and  other  financial  institutions  to  merge 
their  previously  separate  services  under  a  single  roof. 
Banks  took  advantage  of  this  opportunity,  and  virtually 
all  Mexican  banking  functions  were  performed  by  "mul- 
tiple-service" banks 

Domestic  Banking  System 

Mexico's  privately-owned  commercial  and  investment 
banks  were  nationalized  in  September  1982.  Even  prior 
to  nationalization,  the  government  controlled  nearly  half 
of  all  banking  resources  in  the  country  through  the  cen- 
tral bank,  the  state  finance  company  (Nafinsa),  official 
financial  trust  funds,  and  a  number  of  agricultural,  public 
works,  and  other  specialized  banks  and  finance  insti- 
tutions. In  some  instances,  government  ownership  re- 


sulted from  equity  participation  in  private  banks  to  bol- 
ster their  capital  and  financial  condition.  Banco  Mexicano 
Somex  and  Banco  Internacional  were  two  such  banks. 
However,  these  banks  continued  to  operate  more  as 
privately-held  commercial  banks  than  as  official  gov- 
ernment agencies. 

The  1982  nationalization  had  an  immediate  negative 
psychological  impact  on  savers  and  investors  in  the 
country.  Mexican  banks  suffered  large  capital  losses, 
estimated  at  as  high  as  80  billion  pesos,  during  the  three 
months  following  nationalization.  This  was  due  in  part 
to  the  elimination  of  certain  bank  charges,  higher  ad- 
ministrative costs,  and  an  increase  in  interest  rates  on 
savings  accounts  coupled  with  a  decrease  in  some 
mortgage  rates.  It  was  also  due  to  fear  that  inexperi- 
enced individuals  might  be  placed  in  control  of  the  bank- 
ing system. 

Three  months  after  the  banks  were  nationalized,  the 
de  la  Madrid  administration  assumed  power  in  Mexico. 
It  became  clear  that  the  nationalization  process  would 
not  be  reversed,  and  the  new  president  appointed  a 
number  of  experienced  and  respected  managers  to  run 
the  nationalized  banks.  Generally,  the  same  personnel 
below  senior  management  ranks  have  remained  in  the 
banks  since  their  nationalization. 

There  have  not  been  any  substantial  modifications  in 
the  national  banking  system  since  the  beginning  of  1983. 
General  trends  begun  in  the  mid-1 970$  have  continued; 
concentration  of  banking  services  (multiple-service  banks 
now  hold  more  than  90  percent  of  total  bank  deposits): 
disappearance  of  smaller  banks  (the  number  of  banks 
has  declined  from  60  to  29  since  1982):  regionalization 
and  diversification  of  services:  and  the  quest  for  in- 
creased profitability.  In  general,  depositors  and  borrow- 
ers have  not  experienced  any  major  differences  in  bank 
operations  and  procedures  as  a  result  of  nationalization. 

The  law  regulating  the  organization  of  the  nationalized 
banking  system  was  published  on  January  1 ,  1 983,  The 
names  of  the  former  privately-owned  banks  were  changed 
to  "national  credit  societies,"  These  societies  are  reg- 
ulated by  the  Finance  Ministry,  the  Central  Bank  of  Mex- 
ico, and  the  National  Banking  and  Insurance  Commis- 
sion. The  societies  are  administered  by  a  Board  of 
Directors  and  a  Director  General  appointed  by  the  fed- 
eral government.  The  shares  of  these  societies  are  di- 
vided into  two  categories:  Series  A  and  Series  B,  Series 
A  shares,  which  represent  66  percent  of  each  societies' 
capital,  must  be  held  by  the  federal  government.  Series 
B  shares,  34  percent  of  the  total,  can  be  owned  by  other 
public  sector  entities  (i,e,  the  parastatals,  state  and  mu- 
nicipal governments,  and  employees  of  the  societies). 
No  public  sector  entity  or  employee  can  acquire  more 
than  1  percent  of  Series  B  shares.  Foreigners  are  pro- 
hibited from  holding  any  shares. 

The  mechanism  for  indemnifying  the  former  share- 
holders of  11  of  the  nationalized  banks  (representing 


31 


over  75  percent  of  the  assets  of  the  former  privately- 
owned  banking  systenn)  was  made  public  on  August 
21,  1983^  The  general  consensus  is  that  shareholders 
were  treated  fairly.  The  government-issued  bonds  of 
indemnification  provide  for  the  first  payment  of  interest 
in  March  1984  and  the  first  payment  of  capital  in  Sep- 
tember 1986.  These  bonds  have  been  highly  liquid  and 
are  freely  traded  in  local  financial  markets. 

The  government  intends  to  sell  back  to  the  public  the 
nonbanking  assets  owned  by  the  banks  at  the  time  of 
nationalization.  While  more  than  400  Mexican  compa- 
nies with  assets  approaching  $1  billion  are  involved, 
there  are  only  a  small  number  of  companies  where  the 
government  holds  majority  ownership.  The  divestiture 
procedure  has  not  been  settled  yet,  but  holders  of  gov- 
ernment-issued bonds  of  indemnification  will  have  first 
call.  The  government  may  decide  to  retain  at  least  partial 
ownership  in  a  few  companies  it  considers  strategic  to 
Mexican  development. 

In  December  1983,  the  government  authorized  16 
stock  brokerage  houses  to  create  investment  compa- 
nies which  would  pool  money  from  small  savers  to  pur- 
chase fixed-rate  securities.  This  authorization  was  granted 
to  help  individuals  with  modest  incomes  obtain  higher 
returns  and  greater  diversification  of  their  investments. 

Key  Developments  Since  1979 

Banking  regulations  were  amended  in  January  1982 
authorizing  the  establishment  of  offshore  banking  facil- 
ities by  Mexican  and  foreign  banks. 

The  government  nationalized  the  banking  system  in 
September  1982. 


A  1983  banking  law  prohibits  foreigners  from  acquir- 
ing equity  in  domestic  financial  institutions. 

Treatment  of  U.S.  and  Other  Foreign  Banks 

Citibank,  the  only  foreign  bank  operating  in  Mexico  since 
the  1930s,  was  exempted  from  the  1982  nationalization. 
Citibank  is  limited  to  a  specialized  deposit  banking  sta- 
tus and  is  not  permitted  to  expand  its  offices  from  the 
present  five  branches  in  Mexico  City.  In  contrast,  na- 
tionalized banks  have  branching  and  other  multiple- 
service  powers. 

A  change  in  Mexico's  General  Law  for  Credit  Insti- 
tutions in  late  1978  permitted  foreign  banks  to  establish 
limited  offshore  banking  facilities  subject  to  regulations 
to  be  issued.  Regulations  implementing  this  change  were 
published  in  January  1982.  The  rules  do  not  allow  any 
access  to  Mexico's  domestic  market  nor  any  tax  ad- 
vantages. Other  regulations  governing  offshore  banks 
are  also  burdensome.  The  opportunities  do  not  appear 
particularly  attractive,  as  evidenced  by  the  fact  that  no 
offshore  facilities  have  yet  been  established.  Mexico 
apparently  intends  that  this  authorization  serve  as  a  ba- 
sis for  meeting  reciprocity  requirements  of  other  coun- 
tries. 

Prospects  do  not  exist  for  new  U.S.  and  other  foreign 
banks  to  enter  Mexico.  Foreigners  have  been  expressly 
prohibited  by  the  1983  banking  law  from  acquiring  shares 
in  Mexico's  nationalized  banks  and  in  other  domestic 
financial  institutions.  There  is  no  indication  that  the  sit- 
uation will  change  in  the  future. 
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10.  Norway 


Summary  Assessment 

Foreign  banking  operations  are  permitted  under  Nor- 
wegian law,  but  have  been  prohibited  in  practice  For- 
eign banl<s  have  historically  been  limited  to  represen- 
tative offices  In  January  1984,  the  Norwegian  parliament 
approved,  in  principle,  the  establishment  of  foreign 
banking  subsidiaries.  Final  implementing  legislation  and 
regulations  were  overwhelmingly  approved  by  the  par- 
liament in  June  1984  Five  to  seven  foreign  bank  sub- 
sidiaries, including  one  or  more  from  the  United  States, 
are  expected  to  be  approved  in  the  opening  round  of 
entrants.  Some  of  these  could  be  in  operation  in  the  first 
quarter  of  1985.  The  new  foreign  bank  subsidiaries  are 
expected  to  receive  national  treatment  except,  at  least 
initially,  branching  powers.  Foreign  bank  branches, 
however,  will  still  be  prohibited. 

Although  no  improvement  since  the  1979  Report  in 
Non/vay's  treatment  of  foreign  banks  has  yet  to  actually 
occur,  implementation  of  the  new  rules,  opening  Nor- 
way's market  to  some  new  foreign  bank  entry,  will  rep- 
resent a  significant  improvement. 

Three  U.S.  banks  currently  maintain  representative 
offices  in  Norway,  compared  to  two  in  1979.  At  year- 
end  1978.  one  Norwegian  bank  was  part  of  a  banking 
consortium  owning  a  New  York  Investment  Company. 
Since  then,  a  second  Non/vegian  bank  has  become  part 
of  another  consortium  owning  a  second  New  York  In- 
vestment Company.  Four  NonA/egian  banks  also  main- 
tain six  representative  offices  in  the  United  States. 


National  Treatment  Review 

Summary  of  the  1979  Report 

There  was  no  separate  chapter  on  Norway  in  the  1979 
Report.  At  that  time.  Nonway,  as  a  matter  of  policy,  pro- 
hibited all  forms  of  foreign  bank  presence  except  rep- 
resentative offices.  Foreign  bank  entry  was  not  permitted 
because  of  the  "frailness"  of  the  Norwegian  banking 
structure. 

Domestic  Banking  System 

In  addition  to  eight  state  banks,  the  Norwegian  banking 
system  contains  two  major  types  of  private  depository 
institutions:  commercial  banks  and  savings  banks.  The 
Postal  Saving  Bank  (Postgiro),  a  division  of  the  State 
Postal  Authority,  also  holds  a  smaller  share  of  savers' 
funds  In  addition  to  these  institutions,  the  Norwegian 
credit  market  is  composed  of  1 1  insurance  companies 
and  about  65  credit  societies,  mortgage  loan  associa- 
tions, and  finance  companies.  As  indicated  in  Table 
10.1,  commercial  and  savings  banks  accounted  for  24.5 
percent  and  16.7  percent,  respectively,  of  total  credit 


market  institution  assets  on  July  1,  1982,  the  latest  date 
for  which  detailed  figures  are  available. 


Table  10.1 

Composition  of  the  Norwegian  Financial  Market 

July  1.  1982 

(Percent) 


Total 

Total 

Assets 

Loans 

Norges  Bank* 

11.3 

0.1 

Postgiro; Postal  Savings  Bank 

5.3 

2.5 

State  Banks 

23.2 

34.1 

Commercial  Banks 

24.5 

23.8 

Savings  Banks 

16,7 

17.8 

Credit  Associations 

81 

10.3 

Private  Financial  Institutions 

1.5 

2.3 

Insurance  Companies 

8.3 

7.3 

Capital  Brokers 

1.1 

1.8 

TOTAL 

100.0 

100.0 

'Norges  Bank  is  the  central  bank  of  Norway 
SOURCE:  Central  Bureau  of  Statistics 


Private  depository  institutions  held  roughly  40  percent 
of  total  Norwegian  credit  market  assets  and  loans  at 
mid-year  1982.  Although  state  banks  represented  less 
than  one-fourth  of  total  credit  market  assets,  they  held 
more  than  one-third  of  total  loans  outstanding. 

State  banks  dominate  the  bank  lending  market  in  Nor- 
way. At  year-end  1982.  state  banks  held  roughly  45 
percent  of  all  bank  loans,  compared  to  32  percent  for 
commercial  banks  and  23  percent  for  savings  banks. 

Banking  in  Norway  is  governed  by  the  Commercial 
and  Savings  Bank  Act  of  May  24,  1961 ,  The  main  dis- 
tinction between  commercial  banks  and  savings  banks 
is  the  form  of  ownership.  All  commercial  banks  are  lim- 
ited liability,  joint-stock  companies,  while  savings  banks 
are  mutual  institutions  with  some  local  or  municipal  gov- 
ernment board  members.  For  historical  and  geograph- 
ical reasons,  savings  banks  offer  generally  the  same 
sen/ices  as  commercial  banks,  including  demand  de- 
posits. Savings  banks  were  established  25  years  before 
commercial  banks  and  many  localities  are  still  served 
only  by  savings  banks.  Savings  banks  also  obtain  more 
of  their  business  from  the  consumer  market.  At  year- 
end  1983,  commercial  banks  had  $19.4  billion  in  total 
assets  and  $1 3. 1  billion  in  total  deposits.  Savings  banks, 
with  a  somewhat  smaller  share  of  the  Norwegian  market, 
had  $13.6  billion  in  total  assets  and  $11  billion  in  total 
deposits  (Table  10.2). 
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Table  10.2 

Private  Depository  Institutions  in  Norway 

December  31,  1983 

(U.S.  dollars  in  billions'') 


Commercial 

Savings 

Banks 

Banks 

Number  of  Banks 

22 

270" 

Total  Assets 

$19.4 

$13.5 

Deposits: 

On  call  and  notice 

3.3 

2.1 

On  time 

9.8 

8.9 

Total  Deposits 

13.0 

11.1 

"Converted  at  the  rate  of  7  7425  Norwegian  krona  per  US,  dollar 
"Estimated 
SOURCE    Central  Bureau  of  Statistics, 

Mergers  and  acquisitions  have  reduced  the  number 
of  commercial  and  savings  banks  sharply.  The  number 
of  commercial  banks  shrank  from  48  in  1968  to  22  at 
the  end  of  1983;  savings  banks  decreased  from  568  in 
1960  to  about  270  at  the  end  of  1983.  The  number  of 
branch  offices,  however,  has  expanded  so  that  there 
are  now  more  than  1,900  banking  offices  in  Norway.  In 
March  1 984,  the  government  granted  permission  for  the 
establishment  of  a  new  domestic  commercial  bank,  the 
first  new  Norwegian  bank  in  37  years. 

Three  Norwegian  banks  dominate  the  private  com- 
mercial banking  sector,  accounting  for  nearly  two-thirds 
of  total  private  commercial  bank  assets.  These  three 
banks  operate  342  offices  throughout  Norway.  By  in- 
ternational standards,  Norway's  private  commercial  banks 
are  small.  The  three  largest  are,  however,  very  active  in 
foreign  exchange  trading. 

Savings  banks  are  more  evenly  distributed  than  com- 
merial  banks,  both  geographically  and  in  terms  of  size. 
The  three  largest  savings  banks  account  for  less  than 
one-fourth  of  total  savings  banks'  assets. 

Norges  Bank,  the  central  bank  of  Norway,  offers  pay- 
ments services  to  public  institutions,  lends  directly  to 
industries,  and  guarantees  loans  to  sectors  such  as 
fisheries.  Advances  of  the  bank's  funds  directly  to  the 
business  sector  are,  however,  kept  at  a  minimum.  Al- 
though originally  a  privately-owned  bank,  the  govern- 
ment acquired  all  the  shares  in  the  bank  in  1949.  The 
chairman  and  vice  chairman  of  Norges  Bank  are  ap- 
pointed by  the  government  and  the  remaining  board 
members  are  appointed  by  the  Storting,  Norway's  par- 
liament. 

The  Credit  Policy  Act  of  June  25,  1965  authonzed 


extensive  government  control  of  the  liquidity  position 
and  credit  volume  extended  by  banks.  This  control  is 
exercised  by  the  Ministry  of  Finance,  in  consulation  with 
Norges  Bank. 

Key  Developments  Since  1979 

In  January  1984,  the  parliament  approved,  in  principle, 
the  establishment  of  foreign  bank  subsidiaries.  Imple- 
menting legislation  and  regulations  were  approved  in 
June  1984. 

Treatment  for  U.S.  and  Other  Foreign  Banks 

Prior  to  the  passage  of  the  June  legislation,  foreign  banks 
were  permitted  only  representative  offices  in  Norway; 
12  have  been  established. 

The  Norwegian  Storting  approved  a  liberalized  foreign  ■ 
bank  entry  policy  in  January  1984.  Implementing  reg- 
ulations were  approved  by  the  Storting  in  June  1984 
that  will  permit  foreign  banks  to  establish  subsidiaries 
but  not  branches.  Some  foreign  bank  subsidiaries  are 
expected  to  be  operational  in  the  first  quarter  of  1985. 
These  subsidiaries  will  operate  under  conditions  prac- 
tically equivalent  to  those  for  Norwegian  banks  except, 
at  least  initially,  with  respect  to  branching  powers.  Like 
Norwegian-owned  banks,  foreign  bank  subsidiaries  will 
be  required  to  have  employee  and  government  repre- 
sentatives on  their  managing  boards.  Two-thirds  of  the 
members  of  the  managing  boards  of  foreign  bank  sub- 
sidiaries must  be  Norwegian  citizens;  all  of  the  members 
must  be  Norwegian  citizens  for  domestic  banks. 

Although  liberalizing  foreign  banking  operations,  the 
new  legislation  and  regulations  provide  that  all  foreign 
financial  institutions,  including  banks,  which  wish  to  es- 
tablish representative  offices  in  Norway  must  now  re- 
quest permission  from  the  Ministry  of  Finance.  Previ- 
ously, such  permission  was  not  required.  The  legislation 
does,  however,  call  for  registration  applications  to  be 
treated  liberally. 

Norwegian  authorities  maintain  that  it  will  be  difficult 
to  determine  the  impact  of  foreign  bank  subsidiaries  on 
Norway's  economy  and  banking  system.  Thus,  they  will 
move  carefully  in  approving  licenses.  If  the  government 
needs  to  set  priorities,  the  first  licenses  will  be  approved 
for  banks  which  already  have  a  significant  and  satis- 
factory relationship  with  Norwegian  authorities  and  Nor- 
wegian industry.  The  home  country  of  the  applying  bank 
must  also  provide  similar  treatment  for  Norwegian  banks 
which  might  wish  to  establish  subsidiaries  in  that  coun- 
try. The  legislation  notes  that  only  a  limited  number  of 
foreign  banks  appear  to  be  interested  in  establishing 
subsidiaries  in  Norway  at  this  time. 
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11.  The  Philippines 


Summary  Assessment 

Foreign  bank  entry  into  the  Philippines  is  limited  to  nni- 
nority  participation  in  indigenous  financial  institutions. 
The  establishment  of  new  foreign  bank  branches  in  the 
Philippines  has  been  prohibited  since  1948  Foreign 
banks  may  open  Offshore  Banking  Units  and  represen- 
tative offices 

The  four  foreign  banks  which  operated  branches  in 
the  Philippines  prior  to  1948  have  been  allowed  to  re- 
main. Although  these  four  banks,  with  approximately  16 
percent  of  the  commercial  banking  market,  are  generally 
accorded  domestic  bank  status  and  national  treatment, 
there  are  important  exceptions.  They  are  not  allowed  to 
establish  any  additional  branches,  are  prohibited  from 
obtaining  universal  bank  licenses,  and  may  not  offer 
trust  services. 

The  granting  of  universal  bank  licenses  to  domestic 
banks  only  constitutes  a  deterioration  in  national  treat- 
ment since  1979.  There  has  been  no  change  in  the 
Philippines'  highly  restrictive  entry  environment. 

Two  of  the  four  grandfathered  foreign  banks  in  the 
Philippines  are  from  the  United  States  Bank  of  America 
operates  one  branch  and  Citibank  two,  with  assets  of 
$645  million  and  $1.9  billion,  respectively,  at  year-end 
1983.  Citibank  is  the  second  largest  commercial  bank 
in  the  Philippines.  Thirteen  of  the  27  Offshore  Banking 
Units  are  from  the  United  States,  and  U.S.  banks  have 
four  representative  offices.  Seven  U.S.  banks  also  have 
minority  interests  in  four  commercial  banks  and  five  fi- 
nance companies.  At  year-end  1983,  five  Philippine  banks 
operated  three  subsidiaries,  five  branches,  and  two 
agencies  in  the  United  States  with  assets  totalling  $210 
million.  Philippine  banks  also  had  three  representative 
offices.  Philippine  presence  has  increased  considerably 
since  year-end  1978,  when  only  two  Philippine  banks 
operated  one  branch  and  three  agencies  in  the  United 
States, 

National  Treatment  Review 

Summary  of  the  1979  Report 

There  was  no  individual  country  chapter  on  the  Philip- 
pines in  the  1 979  Report.  Foreign  bank  entry  was  limited 
to  minority  interests  in  indigenous  banks  and  the  estab- 
lishment of  Offshore  Banking  Units.  The  four  grandfath- 
ered foreign  banks  were  not  permitted  to  expand  their 
networks  or  provide  trust  services. 

Domestic  Banking  System^ 

The  Philippine  financial  system  has  developed  basically 
along  a  specialized  structure  patterned  after  that  of  the 
United  States.  Financial  institutions  are  classified  into 
two  broad  categories:  banks  and  nonbanks.  Banking 


institutions  include  commercial  banks,  thrift  banks  (in- 
cluding savings  and  mortgage  banks,  stock  savings  and 
loan  associations,  and  private  development  banks),  ru- 
ral banks,  and  the  three  specialized  government  banks 
(the  Land  Bank  of  the  Philippines,  the  Development  Bank 
of  the  Philippines,  and  Philippine  Amanah  Bank).  In  ad- 
dition, there  are  Offshore  Banking  Units  and  Foreign 
Currency  Deposit  Units.  Altogether,  these  banking  in- 
stitutions account  for  88  percent  of  the  total  assets  of 
the  Philippine  financial  system.  Nonbank  financial  in- 
termediaries include  investment  houses,  finance  com- 
panies, insurance  companies,  lending  investors,  fund 
managers,  nonstock  savings  and  loan  associations, 
building  and  loan  associations,  and  specialized  gov- 
ernment nonbanks. 

The  30  domestic  and  four  grandfathered  foreign  com- 
mercial banks  dominate  the  Philippines'  financial  sys- 
tem, accounting  for  over  60  percent  of  total  financial 
assets  and  about  three-fourths  of  total  banking  assets. 
The  domestic  banks  operate  3,800  branches  and  offices 
throughout  the  country;  the  four  foreign  banks  have  five 
offices.  All  commercial  banks  are  considered  privately- 
owned  except  the  Philippine  National  Bank  and  the  Land 
Bank  of  the  Philippines,  which  together  control  about 
30  percent  of  total  commercial  bank  assets  in  the  coun- 
try.' The  four  foreign  bank  branches  account  for  about 
16  percent  of  total  commercial  bank  assets,  with  Citi- 
bank the  largest  privately-owned  bank  in  the  Philippines, 

Rounding  out  the  banking  sector  are  136  thrift  banks 
with  574  branches;  947  rural  banks  with  209  extension 
offices;  and  three  specialized  government  banks  with 
95  branches. 

In  addition.  Foreign  Currency  Deposit  Units  and  Off- 
shore Banking  Units  were  first  authorized  in  1976  to 
stimulate  development  of  the  Philippines  as  an  Asian 
financial  center.  The  Foreign  Currency  Deposit  Units 
enable  authorized  domestic  banks  to  bid  for  deposits 
from  residents  and  non-residents.  Depositors'  interest 
income  is  exempt  from  Philippine  tax  and  these  trans- 
actions are  free  from  exchange  controls.  Offshore  Bank- 
ing Units  have  the  same  freedom  to  bid  for  foreign  cur- 
rency deposits  and  to  deploy  the  funds  locally  or  abroad. 
However,  being  wholly  foreign-owned,  they  may  not  bid 
for  domestic  currency  deposits.  The  grandfathered  for- 
eign banks  were  allowed  to  open  either  a  Foreign  Cur- 


'Much  of  the  material  in  this  section  is  from:  The  Banker  Research 
Unit  (eds  ) ,  Banking  Structures  and  Sources  of  Finance  in  the  Far  East. 
Third  Edition,  (The  Financial  Times  Business  Publishing  Ltd  ,  London, 
1980):  and  Cesar  Virata,  "Philippines  Faces  Growing  Demand  for 
Financial  Resources,"  {The  American  Banker.  May  1,  1981,  p  10  ff) 
^Five  banks  (Associated,  Interbank,  Combank.  Pilipinas,  and  Union 
Bank)  are  generally  classified  as  private,  but  are  in  fact  controlled  or 
owned  by  government  financial  institutions.  Government  control  oc- 
curred as  a  result  of  the  conversion  of  loans  to  equity.  The  government 
IS  presently  trying  to  sell  these  banks. 
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rency  Deposit  Unit  or  an  Offshore  Banking  Unit.  Twenty- 
seven  Offshore  Banking  Units  are  presently  authorized. 

Table  11.1 

Philippine  Financial  System' 
March  31,  1984 

Total  Assets 
Number      Number        (millions 
of  of  of  US 

Institutions     Offices        dollars") 


Banking  Institutions 

Comnnercial  Banks 

34 

1,872 

$17,723 

Thrift  Banks 

136 

574 

1,153 

Rural  Banks 

947 

289 

678 

Specialized 

Governnnent  Banks 

3 

95 

4,665 

Subtotal 

$24,219 

Non-Bank  Financial 

Intermediaries 

Investment  Houses 

14 

37 

$      515 

Financing  Companies 

336 

196 

843 

Securities  Dealers/ 

Brokers 

124 

— 

49 

Investment  Companies 

65 

— 

440 

Fund  Managers 

12 

— 

109 

Lending  Investors 

120 

4 

4 

Pawnshops 

701 

94 

31 

Subtotal 

$   1,991 

TOTAL 

$26,210 

"Excluding  Offshore  Banking  Units  and  Foreign  Currency  Deposit 
Units. 
"Converted  at  tfie  rate  ol  14  002  pesos  per  U  S  dollar. 


The  pnncipal  laws  governing  banking  institutions  in 
the  Philippines  are  the  Central  Bank  Act,  which  defines 
the  powers  of  the  Central  Bank  of  the  Philippines  in  the 
administration  of  the  monetary,  banking,  and  credit  sys- 
tem, and  the  General  Banking  Act,  which  regulates  the 
operations  of  banks  and  banking  institutions. 

The  General  Banking  Act  prescribes,  among  other 
things,  the  licensing,  form  of  organization,  and  scope 
of  permissible  activities  for  each  type  of  bank.  The  thrift, 
rural,  and  specialized  government  banks  are  also  sub- 
ject to  various  other  banking  laws. 

The  powers  and  functions  of  the  central  bank  are 
exercised  by  the  Monetary  Board  which  is  comprised 
of  the  governor  of  the  central  bank,  the  Minister  of  Fi- 
nance, the  Director  General  of  the  National  Economic 
and  Development  Authority,  the  Chairman  of  the  Board 
of  Investments,  and  three  part-time  members  appointed 
from  the  private  sector. 

The  economic  efficiency  of  the  Philippine  financial 
system  has  long  been  plagued  by  legal  barriers  which 
restrict  competition  among  the  wide  range  of  banking 
institutions  and  by  the  large  number  of  relatively  small 
banks.  Major  liberalizing  amendments  to  Philippine 
banking  law  were  begun  in  1 980  in  an  attempt  to  reduce 
fragmentation,  increase  competition,  and  encourage 


bigger  and  stronger  financial  institutions  better  able  to 
make  medium-  and  longer-term  loans. 

The  most  notable  change  was  1980  legislation  per- 
mitting the  creation  of  universal  banks.  The  so-called 
"Unibanking"  Law^  allows  indigenous  banks  with  share- 
holders' funds  in  excess  of  500  million  pesos  (approx- 
imately $36  million)  to  apply  for  an  "extended  license" 
to  become  "unibanks."  Unibanks  are  allowed  to  own  up 
to  40  percent  of  venture  capital  institutions,  finance  com- 
panies, and  other  types  of  financial  institutions.  They 
may  also  acquire  up  to  35  percent  equity  in  nonfinancial 
enterprises  and  may  perform  underwriting  and  other 
investment  functions."  All  commercial  banks  are  subject 
to  a  15  percent  single  borrower  legal  lending  limit,  but 
unibanks  are  allowed  a  lower  net-worth  to  risk-asset  ratio 
when  capitalization  exceeds  specified  levels.  Ten  in- 
digenous banks  have  been  granted  unibank  status.  For- 
eign banks  are  not  permitted  to  become  unibanks. 

Other  changes  have  also  been  made.  The  differen- 
tiation among  categories  of  financial  institutions  has  been 
reduced  by  allowing  thrift  banks  to  perform  all  com- 
mercial banking  activities  (except  foreign  exchange)  and 
by  allowing  rural  banks  to  serve  all  sectors  of  the  econ- 
omy. 

The  powers  and  functions  of  the  nonbank  financial 
intermediaries  have  been  increased  and  access  to  cen- 
tral bank  credit  facilities  granted.  Financial  institutions 
are  also  allowed  to  "graduate"  into  a  higher  category, 
subject  to  the  discretion  of  the  Monetary  Board  and 
compliance  with  eligibility  criteria. 

Capitalization  requirements  for  most  types  of  financial 
institutions,  increased  in  1973  to  encourage  mergers 
and  consolidation,  were  raised  again  in  1981. 

Most  ceilings  on  lending  rates  were  removed  in  1983 
and  greater  competition  in  deposit  rates  is  now  per- 
mitted. New  instruments  such  as  certificates  of  deposit, 
NOW  accounts,  and  more  flexible  treasury  bills  have 
been  introduced. 

Fiscal  incentives  were  also  provided  to  financial  in- 
termediaries to  lengthen  the  maturity  of  their  lending. 
Among  these  were  the  exemption  granted  unibanks  and 
merged  banks  from  the  dividend  income  tax,  a  pro- 
gressively declining  gross  receipts  tax  (normally  5  per- 
cent) on  interest  as  loan  maturities  lengthen,  and  an 
absolute  tax  exemption  for  loan  maturities  beyond  seven 
years. 

Some  restrictions  remain,  however.  Fees  for  most 
nonfunded  transactions  are  stipulated  by  the  Bankers 
Association  of  the  Philippines.  For  loans  of  one  year  or 
less,  rate  ceilings  are  fixed  by  the  central  bank.  There 
are  also  foreign  exchange  restrictions.  The  central  bank 
fixes  rates  of  exchange,  requires  prior  approval  of  all 
foreign  currency  loans,  restricts  foreign  currency  de- 
posits to  qualified  deposits  from  business  entities  and 
individuals,  and  limits  long-dollar  hedging  positions. 


'Tfie  "Unibanking"  Law  was.  in  fact,  a  series  of  bills  passed  by  the 
legislature  on  April  1 ,  1 980  (B  P  Nos  61-67,  inclusive)  togetfier  with 
the  central  bank  circular  implementing  the  legislation  (C  B  Circular 
Nos,  739-742)  dated  July  10,  1980 

"The  total  amount  of  equity  investments  made  by  a  unibank  is  limited 
to  50  percent  of  its  net  worth  The  ceiling  is  25  percent  for  regular 
commercial  banks 
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All  banks  are  required  to  set  aside  25  percent  of  their 
loanable  funds  for  agricultural  credit,  40  percent  of  which 
is  to  be  used  for  agrarian  refornn  credit.  In  the  absence 
of  qualified  borrowers,  the  annount  set  aside  for  agrarian 
reform  credit  may  be  temporarily  invested  in  government 
securities;  the  amount  set  aside  for  agricultural  credit 
may  be  invested  in  entities  engaged  in  agricultural  ac- 
tivities. 

Government  institutions  are  restricted  by  law  from  de- 
positing their  funds  with  nongovernment  financial  insti- 
tutions. 

The  result  of  the  developments  in  the  financial  system 
since  1980  have  been  mixed,  A  number  of  large  com- 
mercial banks  have  become  more  competitive  and  have 
improved  their  market  position.  However,  these  changes, 
coupled  with  Philippine  debt  problems  and  domestic 
economic  and  political  uncertainties,  resulted  in  very 
severe  financial  difficulties  for  a  number  of  financial  in- 
stitutions, particularly  smaller  commercial  banks  and  fi- 
nance companies.* 

Key  Developments  Since  1979 

Passage  of  the  "Unibank"  Law  in  1 980  ana  liberalization 
of  other  restrictions  will  lead  to  greater  efficiency  and 
concentration  within  the  Philippine  financial  system.  For- 
eign banks  are  not  permitted  to  be  unibanks,  placing 
them  at  a  competitive  disadvantage. 

Treatment  of  U.S.  and  Other  Foreign  Banks 

Foreign  bank  entry  into  the  Philippines  is  limited  to  mi- 
nority participation  in  indigenous  financial  institutions 


^One  side  effect  of  the  domestic  banking  problem  has  been  a  sub- 
stantial transfer  of  funds  to  the  foreign  banks  operating  in  the  Phil- 
ippines The  Manila  branch  of  Citibank,  for  example,  more  than  tripled 
Its  deposit  base  at  the  end  of  1983  to  14  26  billion  pesos,  compared 
to  3  billion  pesos  at  the  end  of  1982 


Foreign  banks  may  also  establish  Offshore  Banking  Units 
and  representative  offices. 

The  establishment  of  new  foreign  bank  branches  in 
the  Philippines  has  been  precluded  since  the  adoption 
of  the  General  Banking  Act  on  July  24,  1948,  Four  for- 
eign-owned banks  (Bank  of  America,  Citibank,  Char- 
tered Bank,  and  the  Hongkong  and  Shanghai  Bank) 
were  grandfathered  by  the  Act,  However,  these  four 
banks  are  not  allowed  to  establish  any  additional  branches 
as  a  matter  of  policy  of  the  Monetary  Board  (but  it  may 
be  possible  for  them  to  relocate  existing  branches). 

A  November  29,  1972  amendment  to  the  General 
Banking  Act  prohibited  any  individual  from  owning  more 
than  20  percent  and  any  corporation  more  than  30  per- 
cent of  the  voting  stock  of  an  indigenous  bank.  Total 
foreign  ownership  of  an  indigenous  bank  is  expressly 
limited  to  30  percent,  which  can  be  increased  to  40 
percent  with  Presidential  approval.  Such  Presidential 
approval  would  not,  however,  increase  the  30  percent 
cap  on  voting  stock. 

The  central  bank  also  requires  that  every  dollar  of 
foreign  equity  invested  in  a  domestic  bank  be  accom- 
panied by  a  $10  counterpart  loan  (or  other  investment). 
Half  of  the  counterpart  loan,  which  can  be  extended  at 
a  market  rate,  must  be  to  a  local  company  or  bank  and 
must  have  a  minimum  maturity  of  five  years.  The  other 
half  must  be  lent  at  slightly  concessional  terms  to  the 
central  bank  with  a  minimum  maturity  of  12  years. 

Although  the  four  grandfathered  foreign  banks  in  the 
Phillipines  are  generally  accorded  domestic  bank  status 
and  national  treatment,  there  are  important  exceptions. 
As  noted  above,  these  four  banks  have  not  been  allowed 
to  establish  any  additional  branches  since  1 948,  Foreign 
banks  are  prohibited  from  obtaining  universal  bank  li- 
censes. Although  the  impact  of  universal  banking  in  the 
Philippines  will  only  be  felt  over  the  long-term,  universal 
banking  does  pose  a  serious  competitive  challenge  to 
foreign  banks  and  provides  a  potentially  significant  com- 
petitive edge  to  indigenous  banks.  Foreign  banks  are 
also  prohibited  by  law  from  offering  trust  services. 


37 


12.  Portugal 


Summary  Assessment 

Legislation  passed  in  late  1983  and  early  1984  is  re- 
opening Portugal's  nationalized  banking  sector  to  pri- 
vate domestic  and  foreign  banks  in  an  effort  to  increase 
competition  and  efficiency.  The  Portuguese  Govern- 
ment fias  a  positive  attitude  tovi/ards  foreign  banks  and 
tfie  new  laws  promote  the  principle  of  national  treatment. 
Entry  will  be  phased  in,  however,  to  ease  adjustment 
and  avoid  becoming  "overbanked."  High  capital  re- 
quirements may  also  limit  the  number  of  new  entrants. 
Final  regulations  allocating  credit  ceilings  and  permit- 
ting additional  branches  have  not  yet  been  issued 

The  Portuguese  actions  will  result  in  a  significant  im- 
provement over  the  situation  in  1 979,  when  foreign  bank 
presence  in  Portugal  was  limited  to  three  non-U. S  for- 
eign banks  grandfathered  under  the  1975  nationaliza- 
tion decree  and  a  number  of  representative  offices.  In 
addition,  1981  legislation  also  permitted  the  establish- 
ment of  privately-owned  leasing  and  investment  com- 
panies, including  those  with  foreign  ownership. 

Until  now,  U.S.  commercial  banking  presence  in  Por- 
tugal has  consisted  of  five  representative  offices  opened 
between  1978  and  1982.  In  addition,  one  U.S. -owned 
merchant  bank  has  an  equity  interest  in  an  investment 
society.  This  entity  was  a  private  financial  consulting 
company  pnor  to  the  1981  investment  society  legisla- 
tion. At  least  three  U.S.  (and  nine  other  foreign)  banks 
are  likely  to  apply  by  mid-1984  for  branch  authority  un- 
der the  newly-passed  Portuguese  legislation. 

At  year-end  1983,  two  Portuguese  banks  operated 
three  agencies  in  the  United  States  having  total  assets 
of  $306  million.  In  addition,  a  Portuguese  bank  main- 
tained a  representative  office.  Portuguese  presence  in 
the  United  States  consisted  of  one  agency  and  one 
representative  office  at  year-end  1978. 

National  Treatment  Review 

Summary  of  the  1979  Report 

There  was  no  individual  country  chapter  on  Portugal  in 
the  1979  Report.  ThreQ  foreign  banks  (Credit  Franco- 
Portugais,  a  wholly-owned  subsidiary  of  Credit  Lyon- 
nais:  and  branches  of  Banco  do  Brasil  and  Bank  of 
London  and  South  America)  had  been  grandfathered 
by  the  1975  nationalization  law.  Legislation  passed  in 
1976  permitted  foreign  banks  to  open  representative 
offices  in  Portugal.  Law  No.  46  of  July  8,  1 977,  however, 
prohibited  new  foreign  bank  entry  into  Portugal  through 
agencies,  branches,  or  subsidiarary  forms  of  opera- 
tions, although  nearbank  entry  was  permitted. 

The  Domestic  Banking  System 

Following  the  April  1974  revolution,  most  of  Portugal's 
heavy  industry  was  nationalized,  as  were  public  trans- 


portation and  utilities.  All  22  Portuguese  banks  were 
nationalized  by  Decree  Law  132-A  of  March  14,  1975, 
and  many  were  subsequently  merged.  The  three  for- 
eign-owned commercial  banks  with  operations  then  in 
the  country  were  excluded  from  the  1 975  nationalization 
law. 

Various  decree  laws  and  amendments  were  passed 
between  1979  and  1981  which  permitted  private  in- 
vestment societies  and  leasing  companies.  The  first  in- 
vestment society  was  created  in  October  1981,  and 
three  more  followed  between  1981  and  1983.  By  the 
end  of  1983,  there  were  also  eight  leasing  companies 
in  Portugal. 

On  July  5,  1 983,  the  Portuguese  Parliament  authorized 
the  government  to  open  the  banking  sector  to  foreign 
and  private  interests.  Law  No.  11  of  August  16.  1983, 
Decree  Law  406  of  November  19,  1983,  and  Decree 
Law  51  of  February  1 1 ,  1984  set  the  ground  rules.  The 
latter  decree  contained  37  articles,  which  were  primarily 
concerned  with  the  basic  criteria  for  the  establishment 
and  operation  of  new  commercial  and  investment  banks. 
The  preface  to  the  Decree  sums  up  the  essential  con- 
ditions: new  banks  must  have  initial  capital  of  1 .5  billion 
escudos  (roughly  $1 1  million),  there  will  be  no  discrim- 
ination between  f^'ortuguese  and  foreign  institutions,  and 
branches  of  foreign  banks  or  investment  companies  may 
request  permission  to  convert  to  fully-incorporated  banks. 
Applications  for  new  banks  are  subject  to  the  approval 
of  the  Council  of  Ministers  after  recommendation  by  the 
Bank  of  Portugal  (the  central  bank)  and  the  Ministry  of 
Finance.  The  Bank  of  Portugal  will  play  the  major  role 
in  the  supervision  and  assessment  of  the  conditions 
under  which  new  banks  will  operate. 

The  Portuguese  financial  sector  currently  includes  nine 
domestic  commercial  banks  with  nearly  1 ,400  branches, 
three  grandfathered  foreign  banks  (plus  nearly  two  dozen 
foreign  bank  representative  offices),  one  investment  bank, 
the  aforementioned  leasing  and  investment  companies, 
and  five  other  specialized  credit  and  savings  and  loan- 
type  institutions 

Key  Developments  Since  1979 

Various  decree  laws  and  amendments  were  passed  be- 
tween 1979  and  1981  which  permitted  private  invest- 
ment societies  and  leasing  companies. 

Parliamentary  authorization  to  open  the  banking  sec- 
tor to  foreign  and  private  interests  was  granted  July  5, 
1983.  The  rules  to  achieve  this  opening  of  the  banking 
sector  have  been  adopted:  Law  No.  11  of  August  16, 
1983;  Decree  Law  406  of  November  19,  1983;  and  De- 
cree Law  51  of  February  11,  1984.  Implementation  is 
expected  shortly. 

Treatment  of  U.S.  and  Other  Foreign  Banks 

The  Portuguese  Government  is  opening  up  the  banking 
sector  to  foreign  and  private  interests  to  encourage  new 
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investment  in  a  way  wliich  places  foreign  investors  on 
an  equal  footing  withi  private  Portuguese  entities. 

Altfiough  the  hiigfi  capital  requirennent  is  likely  to  dis- 
courage all  but  the  largest  foreign  banks,  about  12  for- 
eign banks  are  likely  to  apply  to  establish  branches  in 
Portugal.  Five  to  eight  new  foreign  branches  may  be 
approved  this  year,  with  additional  approvals  later.  The 
government's  disposition  to  move  cautiously  relates  to 
fears  of  overbanking'  and  not  to  any  expressed  desire 
to  protect  the  indigenous  banking  system  from  foreign 
competition.  Both  the  government  and  local  banking 
officials  appear  to  welcome  increased  competition  and 
exposure  to  new  techniques  and  strategies. 

Detailed  provisions  of  Decree  Law  51  also  support 
the  government's  assertion  that  the  principles  of  national 
treatment  will  apply.  Reserve  requirements  will  be  the 
same  for  all  banks  (9  percent  for  demand  deposits  and 
12  percent  for  term),  as  will  all  leverage  formulas.  All 
commercial  banks  will  be  able  to  solicit  retail  deposits, 
and  all  banks  will  have  access  to  the  Bank  of  Portugal 
rediscount  window  (at  present,  however,  this  facility  is 
not  widely  used). 

Due  to  chronic  balance  of  payments  difficulties,  the 
Bank  of  Portugal  continues  to  administer  a  system  of 
foreign  exchange  controls.  Currency  swaps  and  foreign 
exchange  transactions  are  approved  on  a  case-by-case 
basis.  Due  to  the  imposition  of  a  withholding  tax  on 
foreign  currency  transfers,  few  banks  are  likely  to  book 


significant  foreign  exchange  business  locally.  Portu- 
guese banks  work  through  their  overseas  branches  in 
foreign  currency  lending,  and  new  branches  of  foreign 
banks  will  probably  handle  such  transactions  similarly. 

Future  government  plans  regarding  credit  ceilings  and 
possible  limitations  on  branching  remain  unclear. 

All  banks  are  presently  operating  under  extremely 
tight  credit  ceilings  in  the  context  of  a  strict  national 
austerity  program.'  Despite  the  anticipated  entry  of  new 
banks  late  in  1984,  total  credit  will  continue  to  be  limited 
by  a  formula  linked  to  total  savings.  Hence,  Portuguese 
banks  may  only  be  able  to  maintain  their  current  levels 
of  available  credit  to  the  degree  that  new  banks  are  able 
to  generate  new  savings.  While  an  exact  formula  for 
allocating  credit  to  new  institutions  has  not  been  derived. 
Bank  of  Portugal  officials  have  expressed  understand- 
ing for  the  concerns  of  new  entities  in  this  area. 

The  government  has  also  not  yet  prescribed  condi- 
tions for  establishment  of  new  private  bank  branches 
within  Portugal.  It  is  generally  anticipated  that  additional 
paid-in  capital  will  be  required  to  open  additional 
branches.  The  three  grandfathered  foreign  banks  have 
been  allowed  to  open  additional  branches. 


'In  June  1983,  the  new  government  introduced  an  emergency  pro- 
gram for  economic  management,  and  in  October  1983,  an  IMF  standby 
agreement  went  into  effect 
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13.  Spain 


Summary  Assessment 

Royal  Decree  1 388  of  1 978  authorized  new  foreign  bank 
operations  in  Spain  for  the  first  time  in  40  years.  U.S. 
and  other  foreign  banks  now  have  an  8.5  percent  share 
of  the  Spanish  banking  market. 

Although  significant  liberalization  has  taken  place,  for- 
eign banks  continue  to  face  a  number  of  restrictions. 
Except  for  the  authorized  purchases  of  distressed  do- 
mestic banks,  foreign  bank  participation  in  Spain's  retail 
banking  sector  remains  considerably  curtailed  by  Royal 
Decree  1388.  This  Decree  limits  the  amount  of  deposits 
foreign  banks  can  obtain  from  Spanish  customers,  al- 
lows foreign  banks  a  maximum  of  three  offices,  and 
prohibits  foreign  bank  equity  participation  in  Spanish 
business,  except  for  enterprises  related  to  banking.  A 
recent  increase  in  the  amount  of  funds  which  must  either 
be  held  in  compulsory  reserves  or  lent  at  government 
discretion,  although  applying  equally  to  domestic  and 
foreign  banks,  has  also  reduced  Spain's  attractiveness 
to  foreign  banks.  Current  policies  do,  however,  permit 
the  capital  of  the  parent  company  to  be  taken  into  ac- 
count with  respect  to  certain  operational  limitations. 

Except  for  an  increase  in  the  minimum  capital  re- 
quirements for  foreign  bank  branches  in  Spam  and  the 
elimination  of  a  few  minor  problems,  all  other  changes 
in  banking  regulations  since  1979  have  applied  equally 
to  both  domestic  and  foreign  banks 

Until  mid-1979,  U.S.  commercial  banking  presence  in 
Spam  was  limited  to  14  representative  offices  and  to 
one  bank's  equity  interest  in  two  affiliates  (one  50  per- 
cent and  one  25  percent).  The  U.S.  banking  presence 
in  Spain  currently  includes  ten  U.S.  banks  operating  19 
offices  (branches  and  subsidiaries)  under  the  terms  of 
Royal  Decree  1388;  one  U.S.  bank  operating  as  a  do- 
mestic bank  with  70  offices;  and  17  representative  of- 
fices. The  application  of  one  additional  U.S.  bank  to 
open  a  representative  office  has  been  approved  Some 
U.S.  bank  holding  companies  also  have  equity  interests 
in  Spanish  merchant  banks,  industrial  development  banks, 
or  finance  companies,  as  well  as  several  nonbank  sub- 
sidiaries engaged  in  leasing,  factoring,  consumer  fi- 
nance, and  real  estate  activities.  U.S.  banks  operating 
under  the  terms  of  Royal  Decree  1388  account  for  41 
percent  of  foreign  bank  assets  in  Spain. 

As  of  year-end  1983,  1 1  Spanish  banks  operated  23 
U.S  banking  offices  with  assets  totalling  $3.5  billion. 
These  offices  included  three  subsidiaries,  eight  branches, 
ten  agencies,  one  New  York  Investment  Company,  and 
one  Edge  Act  Corporation.  In  addition,  three  represen- 
tative offices  are  registered  with  the  U.S.  Treasury  De- 
partment. At  year-end  1978,  nine  Spanish  banks  op- 
erated one  subsidiary  and  nine  agencies 


National  Treatment  Review 

Summary  of  the  1979  Report 

The  1979  Report  characterized  the  Spanish  banking 
system  as  being  less  modern,  less  efficient,  and  less 
competitive  than  those  of  other  European  countries. 
Movement  towards  a  more  liberal  and  modern  banking 
system  had  just  begun.  Spain  was  also  just  beginning 
to  admit  foreign  banks  in  a  deliberate  effort  to  increase 
the  competitiveness  and  efficiency  of  its  banking  sys- 
tem. 

The  Domestic  Banking  System 

The  Spanish  financial  system  has  undergone  a  signifi- 
cant transformation  since  1979  due  to  increased  com- 
petition and  innovation  from  foreign  banks,  further  lib- 
eralization of  domestic  banking  regulations,  and  the  failure 
of  a  number  of  domestic  banks. 

The  entry  of  foreign  banks  into  the  market  provided 
a  catalyst  for  the  creation  of  new  financial  instruments 
and  the  emergence  of  a  domestic  capital  market  vital 
for  the  conduct  of  "open  market"  monetary  policies.  Prior 
to  1979,  the  only  financial  assets  in  the  Spanish  market 
were  the  traditional  demand  and  savings  deposits,  vault 
bonds  of  industrial  banks,  and  commercial  bank  certif- 
icates of  deposit.  Since  then,  new  instruments  such  as 
commercial  paper,  bankers'  acceptances,  six-month  and 
one-year  treasury  bills,  and  mortgage  bonds  have  im- 
proved efficiency  and  sharpened  competition.  U.S.  banks 
in  Spain  also  pioneered  the  creation  of  floating-rate  pe- 
seta notes  in  1981 . 

Domestic  liberalization  took  another  step  forward  in 
January  1981  with  the  elimination  of  government-dic- 
tated maximum  interest  rates  on  deposits  with  maturities 
over  1 80  days  and  amounts  over  1  million  pesetas.  There 
are  no  interest  rate  ceilings  on  time  deposits  of  one  year 
or  longer,  regardless  of  the  size  of  the  deposit.  Regu- 
lations also  set  maximum  fees  banks  can  charge  in 
connection  with  loans,  required  the  publication  of  a 
"preferential  interest  rate"  for  loans  of  various  maturities, 
and  improved  the  transparency  of  the  credit  system  so 
that  borrowers  could  easily  calculate  the  true  cost  of 
borrowing. 

However,  the  liberalization  process  may  have  been 
set  back  somewhat  in  January  1984  with  an  increase  in 
the  amount  of  funds  (coefficientes  de  caja  y  de  inver- 
sion) which  must  either  be  held  in  compulsory  reserves 
or  lent  at  government  discretion.  This  increase  was  an- 
nounced as  a  temporary  measure  designed  to  achieve 
noninflationary  financing  of  the  public  sector  deficit  and 
finance  part  of  Spain's  industrial  reconversion  program. 
Presently,  43  percent  of  total  domestic  bank  deposits 
are  subject  to  these  government-directed  coefficients, 
compared  to  30  percent  in  1977. 
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The  past  five  years  have  also  been  turbulent  ones  for 
Spain's  financial  system.  Since  1978,  51  Spanish  banl<s 
(representing  about  20  percent  of  total  domestic  bantl- 
ing deposits)  have  had  to  close  due  to  poor  manage- 
ment, fraud,  or  as  a  consequence  of  the  economic 
recession  in  the  late  1970s  following  overexpansion  of 
the  Spanish  banking  system  in  the  early  1970s.  The 
majority  of  these  51  banks  have  been  merged  or  as- 
sumed by  domestic  or  foreign  banks.  Only  two  have 
been  liquidated  by  Spanish  monetary  authorities.  Sev- 
enteen banks,  representing  4.3  percent  of  deposits,  are 
still  under  management  of  the  monetary  authorities 
awaiting  bidders. 

The  most  significant  event  was  the  February  1983 
nationalization  of  the  Rumasa  Holding  Company  which 
controlled  20  banks  and  about  500  manufacturing,  con- 
struction, trade,  real  estate,  hotel,  and  wine-producing 
companies.  Nationalization  occurred  after  the  Rumasa 
management  refused  to  permit  an  outside  audit  of  its 
banks,  after  more  than  five  years  of  requests  from  the 
Bank  of  Spain  (the  central  bank).  Subsequent  investi- 
gations revealed  extensive  banking  and  fiscal  irregu- 
larities. The  Rumasa-controlled  banks  had  held  about 
15  percent  of  total  banking  deposits  in  Spam.  Spanish 
authorities  are  in  the  process  of  selling  the  Rumasa 
holdings  back  to  the  private  sector. 

Most  of  the  ailing  Spanish  banks  have  been  sold  to 
the  "big  seven"  Spanish  banks,  adding  even  further  to 
bank  concentration.  The  "big  seven"  now  control  about 
80  percent  of  total  bank  deposits,  compared  to  66  per- 
cent in  1 979;  48  of  Spain's  98  domestic  commercial  and 
industrial  banks  belong  to  banking  groups  controlled 
by  the  "big  seven."  Of  the  remaining  50  banks,  25  are 
controlled  by  other  domestic  Spanish  entities,  eight  by 
foreign  interests,  and  17  are  under  management  of  the 
government  awaiting  sale  to  other  banks. 

Eighty-two  government-owned  savings  banks  (with 
over  11,000  branches)  are  also  very  significant,  ac- 
counting for  about  a  third  of  total  deposits.  Official  credit 
institutions  and  numerous  credit  cooperatives  round  out 
the  domestically  controlled  segment  of  Spain's  financial 
system. 

There  are  now  36  foreign  banks  with  subsidiaries  and 
branches  in  Spain,  as  well  as  85  representative  offices 
of  foreign  banks.  Foreign  banks  also  have  equity  inter- 
ests in  a  variety  of  other  Spanish  financial  firms.  Foreign 
banks  have  increased  their  share  of  the  Spanish  banking 
market  in  terms  of  total  assets  from  1 .8  percent  in  1978 
to  about  8.5  percent  in  1983.  Total  lending  by  foreign 
banks  is  now  about  1  trillion  pesetas  (about  $7  billion). 
Foreign  banks'  profits  were  about  two  to  three  times 
those  of  domestic  banks  over  this  period.  The  Spanish 
banking  system  has  adjusted  to  foreign  competition, 
however,  so  that  future  growth  in  market  share  will  prob- 
ably not  be  as  rapid. 


Key  Developments  Since  1979: 

Thirty-two  banks,  including  ten  from  the  United  States, 
have  been  granted  permission  to  open  branches  or  sub- 
sidiaries under  the  terms  of  Royal  Decree  1388. 
Foreign  banks  were  permitted  to  purchase  controlling 


interests  in  distressed  Spanish  banks  ~  two  in  1981, 
two  in  1983,  and  one  in  1984. 

Two  foreign  banks  with  "special  status"  were  author- 
ized to  operate  in  Spain  as  domestic  banks  without  hav- 
ing purchased  a  Spanish  bank. 

The  transitory  requirement  that  25  percent  of  the  pro- 
ceeds of  foreign  currency  loans  be  placed  in  an  interest- 
free  deposit  with  the  Bank  of  Spain  was  eliminated  in 
1979, 

Dividend  distribution  restrictions  were  eliminated  for 
all  Spanish  banks  (domestic  and  foreign)  in  January 
1981. 

Spam  decided  in  1 981  not  to  apply  its  withholding  tax 
on  foreign  borrowings  to  foreign  banks  operating  in  Spain. 

The  minimum  capital  requirement  to  establish  a  new 
foreign  bank  branch  was  raised  from  750  million  to  2 
billion  pesetas  in  March  1983. 


Treatment  of  U.S.  and  Other  Foreign  Banks 

There  are  two  ways  tor  foreign  banks  to  enter  the  Span- 
ish market.  Foreign  banks  can  freely  purchase  up  to  50 
percent  of  a  Spanish  bank.  The  purchase  of  more  than 
50  percent  requires  the  approval  of  the  Ministry  of  Econ- 
omy and  Finance,  which  is  granted  only  exceptionally 
and  usually  only  for  acquisition  of  distressed  banks. 
Equity  participation  by  foreigners  in  newly-created  do- 
mestic banks  is  legally  restricted  to  individuals  during 
the  first  five  years  of  operation.  However,  Spanish  au- 
thorities have  not  authorized  the  opening  of  any  new 
domestic  bank  since  1978. 

Domestic  banks  acquired  by  foreign  interests  are  ac- 
corded full  national  treatment  as  they  enjoy  all  the  rights 
and  obligations  of  domestic  banks.  Five  foreign  banks 
have  been  permitted  to  purchase  controlling  interests 
in  Spanish  banks  —  two  in  1981,  two  in  1983,  and  one 
in  1984.  In  addition,  two  foreign  banks  with  "special 
status"  (Banco  Arabe-Espanol  and  Banco  Saudi-Es- 
panol)  were  authorized  to  operate  in  Spain  as  domestic 
banks  without  having  purchased  a  Spanish  bank.  How- 
ever, these  two  banks  also  come  under  some  of  the 
operational  limits  applicable  to  foreign  banks. 

The  second  avenue  for  foreign  bank  entry  is  to  open 
branches  or  subsidiaries  in  Spain  under  tine  terms  of 
Royal  Decree  1388  of  June  1978.  Authorization  to  es- 
tablish operations  in  Spain  is  given  by  the  Council  of 
Ministers  after  recommendation  of  the  Ministry  of  Econ- 
omy and  Finance  and  hearings  held  by  the  Bank  of  Spain 
and  the  Consejo  Superior  Bancario  (Banking  Council). 
Thirty-six  banks,  including  ten  from  the  United  States, 
are  operating  in  Spain  under  the  terms  of  this  decree. 

Foreign  banks  may  also  open  representative  offices, 
and  85  have  done  so.  Authorization  to  establish  a  rep- 
resentative office  is  granted  by  the  Ministry  of  Economy 
and  Finance  after  recommendation  by  the  Bank  of  Spain 
and  the  Consep  Superior  Bancario. 

Except  for  an  increase  in  the  minimum  capital  re- 
quirement for  foreign  banks  and  the  elimination  of  a 
couple  of  minor  problems  facing  foreign  banks,  all  other 
changes  in  banking  regulations  since  1 979  have  applied 
equally  to  both  domestic  and  foreign  banks. 

The  minimum  capital  requirement  for  each  new  for- 
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eign  bank  branch  was  raised  from  750  million  to  2  billion 
pesetas  in  March  1983  to  reflect  exchange  rate  move- 
ments (at  year-end  1 978,  750  million  pesetas  was  equiv- 
alent to  about  $10.7  million:  2  billion  pesetas  is  presently 
worth  about  $13.4  million).  A  special  minimum  capital 
requirement  of  15  billion  pesetas  was  applied  to  the 
five  foreign  banks  which  had  branch  applications  pend- 
ing in  March  1983  —  four  applicants  chose  to  open 
branches  and  one  withdrew.  Since  the  new  2  billion 
peseta  minimum  capital  requirement  has  been  in  effect, 
no  new  foreign  branches  have  opened  in  Spain. 

A  few  minor  irritants  facing  foreign  banks  have  been 
removed.  A  transitory  requirement  that  25  percent  of  the 
proceeds  of  foreign  currency  loans  be  placed  in  an 
interest-free  deposit  with  the  Bank  of  Spain  was  elimi- 
nated in  1979  Dividend  distribution  restrictions  were 
eliminated  for  all  Spanish  banks  (domestic  and  foreign) 
in  January  1981  The  Spanish  authorities  also  decided 
in  1981  not  to  apply  the  withholding  tax  on  foreign  bor- 
rowings to  foreign  banks  in  Spain.  The  regulation  limiting 
loans  to  a  single  client  to  2.5  percent  of  a  bank's  total 
resources  still  exists.  However,  it  does  not  restrict  foreign 
bank  lending  since  every  request  to  exceed  this  limit 
has  been  granted 

Regulations,  which  apply  to  domestic  banks  and  for- 
eign-owned operations,  limit  the  volume  of  foreign  ex- 
change transactions  and  the  volume  of  guarantees  of 
private  and  public  sector  debt  obligations  to  multiples 


of  capital  and  reserves.  Upon  application,  foreign 
branches  and  subsidiaries  have  been  authorized  to  have 
greater  volumes  based  upon  consideration  of  parent 
company  capital.  The  practices  in  this  matter  are  not 
described  in  regulations  or  written  policies,  and  deci- 
sions have  been  made  on  a  case-by-case  basis 

The  three  major  restrictions  of  Royal  Decree  1388 
remain,  however.  First,  the  amount  of  deposits  a  foreign 
bank  can  obtain  from  Spanish  customers  is  limited  to 
40  percent  of  its  portfolio  of  investments  and  loans  to 
public  and  private  Spanish  entities.  Foreign  banks  are 
allowed  free  access  to  the  interbank  market.  This  reg- 
ulation, combined  with  the  branching  restriction  de- 
scribed below,  effectively  prevents  foreign  banks  from 
competing  in  Spain's  retail  banking  market.  It  has  not 
restricted  their  activities  in  Spain's  wholesale  banking 
market. 

The  second  restriction  limits  each  foreign  bank  to  a 
maximum  of  three  branches.  In  practice,  few  foreign 
banks  have  more  than  two  offices.  In  contrast,  domestic 
banks  now  operate  over  15,000  branches  in  Spain. 

The  third  limitation  prohibits  foreign  bank  equity  par- 
ticipation in  Spanish  nonfinancial  business,  even  though 
Spanish  banks  control  a  significant  portion  of  private 
industry.  Foreign  banks  may,  however,  own  equity  in 
credit  card  companies,  data  processing  service  com- 
panies for  banking  operations,  and  other  enterprises 
related  to  banking. 
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14.  Sweden 


Summary  Assessment 

Swedish  law  prohibits  any  foreign  banking  operations. 
Foreign  banks  are  precluded  from  establishing  branches 
or  subsidiary  banks  or  even  from  acquiring  minority  in- 
terests in  existing  or  new  Swedish  banks. 

There  has  been  no  change  in  the  treatment  of  foreign 
banks  since  1979.  Successive  governments  have  es- 
tablished commissions  to  review  the  right  of  establish- 
ment of  foreign  banks.  The  present  commission's  rec- 
ommendations are  expected  before  the  end  of  1984. 
There  are  prospects  for  some  foreign  bank  entry  into 
Sweden  in  the  next  two  years,  but  the  details  are  unclear. 
The  number  of  banks  permitted  entry  will  probably  be 
limited  and  their  scope  of  operations  will  probably  be 
restricted. 

In  1979,  one  Swedish  bank  had  an  interest  in  a  New 
York  Investment  Company  Swedish  banks  currently  have 
investments  in  one  agency,  three  New  York  Investment 
Companies,  and  one  Edge  Act  Corporation.  Four  US. 
banks  have  representative  offices  in  Sweden. 

National  Treatment  Review 

Summary  of  the  1979  Report 

The  1979  Report  noted  that  foreign  banks  were  denied 
entry  into  Sweden,  except  for  the  establishment  of  rep- 
resentative offices 

Domestic  Banking  System 

The  Swedish  banking  system  is  marked  by  a  significant 
degree  of  state  involvement  and  insulation  from  foreign 
banking  influences.  The  government  maintains  an  own- 
ership position  in  important  segments  of  the  market  and 
is  represented  by  law  on  the  boards  of  directors  of  all 
commercial  banks.  The  government  or  its  agencies  ex- 
ercise a  thorough  control  of  financial  markets.  Exchange 
control  regulations  restrict  foreign  operations  of  Swedish 
banks. 

The  Swedish  financial  system  can  be  divided  into 
three  segments:  commercial  banks  and  other  deposit- 
taking  institutions,  financial  intermediaries,  and  long-term 
credit  institutions.  Recent  market  developments,  how- 
ever, have  blurred  the  lines  distinguishing  these  three 
segments. 

Commercial  banking  is  highly  concentrated  in  four 
nationwide  banks,  including  the  state-owned  Post-Och 
Kreditbanken  (PK  Bank).  These  banks  hold  85  percent 
of  commercial  bank  deposits.  There  are  also  six  pro- 
vincial banks,  which  are  strong  in  their  own  regions,  and 
two  local  banks.  The  privately-owned  commercial  banks 
are  closely  controlled  by  the  government,  which  may 
appoint  five  directors  to  each,  although  it  normally  elects 
to  appoint  only  three  or  fewer.  The  function  of  these 


appointees  is  to  represent  the  interests  of  the  govern- 
ment and  the  consumer  sector. 

The  approximately  160  savings  banks  are  predomi- 
nately local  institutions,  although  some  have  become 
quite  large  through  mergers.  Savings  banks  have  di- 
versified beyond  their  traditional  emphasis  on  housing 
finance.  The  largest  now  compete  for  commercial  and 
industrial  loans,  operate  increasingly  like  commercial 
banks,  and  conduct  foreign  operations. 

The  numerous,  smaller  cooperative  banks,  formerly 
known  as  agricultural  credit  societies,  have  over  700 
local  offices  organized  into  12  regional  banks  which,  in 
turn,  are  served  by  a  central  institution.  The  coopera- 
tives, which  originally  performed  banking  services  for 
farmers,  widened  their  lending  since  1969  to  serve  all 
customers  in  agri-business  and  have  grown  rapidly  as 
a  result. 

The  market  shares  held  by  Sweden's  depository  in- 
stitutions as  of  year-end  1983  are  shown  in  Table  14.1 . 

Table  14.1 

Market  Share  Held  by  Sweden's  Depository  Institutions 
Year-End  1983 

Institutions  Deposits  Loans 


Big  4  Commercial  Banks 
Other  Commercial  Banks 
Savings  Banks 
Cooperative  Banks 
Postal  Giro 


58% 

58% 

9 

11 

27 

25 

7 

6 

4 

— 

SOURCE,  Svenges  Riksbank  (the  central  bank) 


The  Swedish  financial  intermediaries  are  primarily  in- 
volved in  short-  to  medium-term  financing.  Insurance 
companies  are  very  important  in  this  sector.  By  far  the 
largest  of  these  (and  the  largest  financial  institution  in 
the  country)  is  the  National  Pension  Insurance  Fund 
(NPIF),  Although  NPIF  is  one  of  four  government-owned 
investing  institutions,  each  has  separate  legal  status  and 
operates  independently  of  the  government.  In  addition, 
there  are  a  great  number  of  factoring,  leasing,  stock 
financing,  and  consumer  financing  companies.  Many 
are  owned  by  commercial  banks.  In  the  past  few  years, 
a  new  type  of  financial  company  has  also  emerged  which 
functions  like  a  merchant  or  investment  bank. 

Long-term  credit  institutions  obtain  funds  from  the  NPIF 
and  other  insurance  institutions,  as  well  as  affiliated  sav- 
ings banks.  Most  of  these  special  institutions  are  either 
joint  public-private  ventures,  like  the  Swedish  Export 
Credit  Corporation,  or  state-controlled  companies,  like 
the  Swedish  Investment  Bank,  Although  created  by  the 
government  to  channel  funds  into  priority  sectors,  par- 
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ticularly  housing,  shipbuilding,  agriculture,  and  export 
finance,  they  also  provide  credit  to  the  general  business 
community. 

Swedish  depository  institutions  are  subject  to  a  con- 
siderable degree  of  official  control  and  direction.  Fi- 
nancial intermediaries  and  insurance  funds  are  also 
controlled,  but  to  a  lesser  extent.  The  official  view  is  that 
substantial  direction  of  credit  flows  is  necessary  in  order 
to  achieve  national  objectives.  Sveriges  Riksbank  (the 
central  bank)  and  the  Bank  Inspection  Board  (the  bank 
supervisory  authority)  jointly  control  the  total  lending  of 
individual  institutions,  the  structure  of  their  asset  port- 
folios, interest  rates  on  deposits  and  loans,  takeovers, 
mergers,  and  many  other  aspects  of  banking  business. 
From  time  to  time,  the  central  bank  has  limited  the  growth 
of  credit  by  imposing  indirect  credit  ceilings,  although 
its  authority  to  do  so  requires  government  approval  and 
is  limited  to  a  duration  of  one  year. 

An  important  development  on  the  Swedish  financial 
scene  has  been  the  growth  of  the  domestic  market  in 
government  and  private  securities  and  short-term  prom- 
issory notes.  This  market  arose  from  government  at- 
tempts to  insulate  the  commercial  banking  system  from 
the  effects  of  its  budget  financing  by  issuing  government 
securities  directly  to  nonbank  public  institutions  and  fi- 
nancial intermediaries.  While  this  market  is  less  strictly 
regulated  than  other  financial  activities,  the  government 
is  taking  measures  to  support  its  development  and  adapt 
it  to  its  own  financing  needs. 

A  comprehensive  system  of  foreign  exchange  con- 
trols restricts  international  banking  transactions  in  Swe- 
den. Although  all  foreign  exchange  transactions  tied  to 
trade  and  having  a  maturity  of  less  than  180  days  are 
exempted,  exchange  controls  are  used  to  restrict  certain 
capital  movements.  Swedish  securities  markets  are  vir- 
tually closed  to  nonresident  investors  and  credits  to  non- 
residents are  severely  restricted.  Restrictions  on  long- 
term  borrowing  abroad  have  been  eased  in  stages  since 
1 974.  This  has  allowed  Swedish  banks  to  provide  foreign 
currency  financing  to  Swedish  companies  and  official 
institutions.  As  a  result,  foreign  currency  lending  and 
refinancing  by  Swedish  banks  has  increased  dramati- 
cally. Banks'  foreign  currency  assets,  however,  are  still 
subject  to  specific  limits,  with  ceilings  placed  on  the  net 
foreign  exchange  holdings  and  the  type  of  foreign  as- 
sets which  these  banks  may  hold.  The  principle  objec- 
tive of  these  restrictions  is  to  prohibit  long-term  capital 
flows  in  order  to  give  the  central  bank  leeway  in  the 
pursuit  of  its  monetary  policy  goals.  An  important  side 
effect  of  these  controls  is  minimizing  the  Swedish  krona's 
importance  as  a  Eurocurrency. 


Sweden's  major  banks  have  become  increasingly  in- 
volved in  international  finance.  The  two  largest  private 
banks,  Skandinaviska  Enskilda  and  Svenska  Handles- 
banken,  as  well  as  PK  Bank,  are  active  in  international 
banking.  Each  has  holdings  in  banks  outside  of  Sweden 
including  subsidiaries  and  consortium  banks  in  London, 
Paris,  Zurich,  and  New  York.  Although  Swedish  banks 
are  prohibited  from  opening  branches  abroad,  Swe- 
den's bankers  have  expressed  increased  interest  in  ob- 
taining this  power. 

Key  Developments  Since  1 979 

Successive  governments  have  established  commis- 
sions to  review  the  entry  of  foreign  banks  into  Sweden. 
The  current  commission's  recommendations  are  ex- 
pected to  lead  to  legislation  permitting  foreign  bank 
entry. 

Treatment  of  U.S.  and  Other  Foreign  Banks 

Foreign  banks  presently  have  no  opportunities  in  Swe- 
den. Under  the  Swedish  Banking  Law  of  1955,  banking 
may  only  be  carried  out  by  Swedish  companies,  the 
shares  of  which  may  be  held  only  by  Swedish  citizens. 
Foreigners  may  not  be  directors  of  Swedish  banks.  For- 
eign banks  must  seek  permits  from  the  government  to 
establish  a  representative  office  in  Sweden;  permission 
is  granted  on  the  advice  of  the  central  bank.  At  least 
one  application  by  a  foreign  bank  was  denied  on  the 
grounds  that  there  was  not  enough  trade  between  Swe- 
den and  the  applicant  bank's  home  country.  (VIost  for- 
eign banks  that  serve  clients  in  Sweden  rely  on  traveling 
representatives,  in  part  because  of  the  high  costs  of 
operating  an  office  in  Sweden  and  in  part  because  of 
strict  restraints  on  representative  office  activities. 

Sweden's  insular  attitude  toward  international  banking 
has  been  characteristic  of  the  Scandinavian  countries 
historically.  That  insularity  is,  however,  changing.  Den- 
mark's policies  were  liberalized  in  the  mid-1970s;  Fin- 
land's in  1980;  and  Norway's  in  1984. 

The  current  government  has  established  a  commis- 
sion to  review  the  structure  and  operation  of  credit  mar- 
kets and  financial  institutions,  including  the  right  of  es- 
tablishment for  foreign  bank  operations.  The  government 
has  asked  the  commission  to  produce  recommenda- 
tions on  the  issue  of  foreign  establishment  before  the 
end  of  1984.  Swedish  officials  have  stated  that,  "the 
Commission's  recommendations  are  expected  to  lead 
to  legislation  in  the  second  half  of  1 985  which  will  permit 
the  establishment  of  foreign  banks." 
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15.  Thailand 


Summary  Assessment 

The  long-standing  policy  against  the  establishment  of 
new  foreign  banks  and  additional  foreign  bank  branches, 
combined  with  a  1979  law  requiring  ownership  diver- 
sification of  finance  companies,  has  virtually  eliminated 
the  potential  for  any  meaningful  new  entry  or  expansion 
of  foreign  banks  in  Thailand. 

There  has  been  no  positive  change  in  the  treatment 
accorded  foreign  banks  in  Thailand  since  the  1979  Re- 
port. Furthermore,  opportunities  for  foreign  banks  to  en- 
ter and  operate  in  Thailand  through  finance  companies 
have  been  reduced  by  the  1979  ownership  diversifi- 
cation law. 

No  new  foreign  bank  branches  have  been  permitted 
in  Thailand  since  1978.  Fourteen  foreign  banks  operate 
20  branches  in  Thailand;  only  two  are  from  the  United 
States  The  two  U.S.  branches  had  total  assets  of  $390 
million  as  of  year-end  1983.  Four  U.S.  banks  also  hold 
equity  interests  in  finance  companies.  U.S.  banks  ac- 
count for  about  half  of  the  29  representative  offices  lo- 
cated in  Thailand. 

As  of  year-end  1983,  five  Thai  banks  operated  four 
branches  and  five  agencies  in  the  United  States  with 
total  assets  of  $885  million.  One  Thai  bank  has  a  rep- 
resentative office  in  the  United  States.  Thai  presence 
has  considerably  increased  since  year-end  1978,  when 
two  Thai  banks  operated  three  agencies  in  the  United 
States 

National  Treatment  Review 

Summary  of  the  1979  Report 

There  was  no  individual  country  chapter  for  Thailand  in 
the  1979  Report.  Thailand  was  reported  to  be  essentially 
closed  to  all  new  banking  entry,  domestic  or  foreign. 
Previously  established  foreign  branches  were  prohib- 
ited from  expanding  and  were  located  primarily  in  the 
capital  city  of  Bangkok  Financial  operations  by  foreign 
banks  were  conducted  throughout  the  country  via  fi- 
nance companies,  but  new  ownership  diversification 
legislation  was  expected  to  require  foreign  ownership 
to  be  reduced  to  10  percent  over  seven  years. 

Domestic  Banking  System 

There  are  30  commercial  banks  in  Thailand,  1 6  domestic 
and  14  foreign,  and  many  of  these  banks  have  equity 
positions  in  finance  companies.  Twenty-nine  foreign  banks 
also  have  representative  offices  in  Thailand.  Domestic 
banks  dominate  the  commercial  banking  system,  with 
95  percent  of  total  commercial  bank  assets  and  de- 
posits, leaving  a  5  percent  share  to  foreign  banks. 

Commercial  banks  accounted  for  74  percent  of  total 
financial  system  assets,  74  percent  of  total  savings,  and 


76  percent  of  total  loans  at  year-end  1982.  The  16  do- 
mestic Thai  commercial  banks  operated  a  total  of  1 ,623 
banking  offices  throughout  the  country  as  of  year-end 
1983,  compared  to  only  20  for  the  foreign  banks.  The 
largest  four  Thai  domestic  banks  account  for  almost  70 
percent  of  total  commercial  banking  assets  —  Bangkok 
Bank  alone  holds  almost  36  percent. 

The  second  largest  segment  of  the  financial  sector  in 
Thailand  is  comprised  of  the  finance  and  securities  com- 
panies and  credit  fonciers  (which  finance  property  deals). 
Currently,  there  are  109  finance  and  securities  com- 
panies, of  which  18  have  some  foreign  ownership,  and 
30  credit  foncier  companies.  This  group  accounts  for 
13  percent  of  total  system  assets,  16  percent  of  savings 
mobilized,  and  16  percent  of  total  credits  extended. 

The  finance  and  securities  companies  largely  emerged 
between  1969  and  1971  to  fill  the  gap  left  by  the  official 
policy  against  the  opening  of  new  banks,  usury  restric- 
tions, and  the  relatively  little  interest  shown  by  Thai  com- 
mercial banks  in  small  businesses  and  individuals.  Free 
from  any  government  restrictions  until  1973,  they  were 
able  to  cut  quickly  into  the  banks'  share  of  business 
with  more  attractive  interest  rates  on  deposits  and  lend- 
ing. By  1977  (when  new  licenses  were  suspended),  113 
finance  and  securities  companies  and  33  credit  foncier 
companies  had  been  authorized  and  hundreds  of  other 
entities  were  actively,  but  mostly  illegally,  participating 
in  the  lucrative  money  business. 

Smaller  shares  of  the  Thai  financial  system  are  held 
by  three  specialized  government  banks  (the  Govern- 
ment Savings  Bank,  the  Bank  for  Agriculture  and  Ag- 
ricultural Cooperatives  and  the  Government  Housing 
Bank),  the  Industrial  Finance  Corporation  of  Thailand, 
and  various  insurance  companies. 

All  commercial  banks,  finance  and  securities  com- 
panies, and  credit  fonciers  come  under  the  direct  su- 
pervision of  the  Bank  of  Thailand  (the  central  bank)  and 
operate  within  a  regulated  environment.  Except  for  re- 
strictions on  foreign  bank  branching,  the  rules  and  reg- 
ulations for  foreign  and  domestic  banks  are  the  same. 
However,  Thai  military  units  may  require  bidding  com- 
panies to  use  the  Thai  Military  Bank  for  bid  bonds.  In 
addition,  all  government  entities  are  required  to  use  tne 
facilities  of  a  government-owned  bank. 

Important  regulations  affecting  commercial  bank  op- 
erations include  a  maximum  permissible  loan-to-capital 
ratio,  a  25  percent  single  borrower  legal  lending  limit, 
agncultural  lending  requirements,  and  maximum  legal 
interest  rates  on  deposits  and  loans. 

The  very  stringent  loan-to-capital  ratios  work  to  the 
disadvantage  of  small  banks,  including  foreign  bank 
branches,  as  legal  lending  limits,  waiver  limits,  and  re- 
discount facilities  all  depend  on  the  capitalization  of  the 
bank.  Moreover,  a  recent  ruling  stipulates  that  related 
borrowers  must  be  combined  for  legal  lending  limit  pur- 
poses. 
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All  banks  are  presently  required  to  lend  up  to  13  per- 
cent of  their  previous  year-end  total  deposits  to  the  ag- 
ricultural sector.  Alternatively,  they  may  deposit  the  same 
amount  with  the  Bank  for  Agriculture  and  Agricultural 
Cooperatives  at  interest  rates  which  are  often  unprof- 
itable. At  present,  both  loans  and  deposits  are  subject 
to  maximum  interest  rate  ceilings. 

Even  though  the  establishment  of  new  banks  is  not 
precluded  by  law,  the  current  policy  of  the  Thai  Gov- 
ernment is  not  to  permit  the  establishment  of  new  do- 
mestic banks  (though  additional  branches  are  allowed) 
or  any  additional  foreign  bank  branches.  The  last  do- 
mestic bank  incorporated  in  Thailand,  the  Asia  Trust 
Bank,  started  operations  in  1965.  The  Krung  Thai  Bank 
was  established  a  year  later  by  a  merger  of  two  ailing 
government-owned  banks,  the  Bank  of  Agriculture  and 
the  Provincial  Bank.  One  foreign  commercial  bank  branch, 
the  European  Asian  Bank,  was  authorized  and  began 
operations  in  1978  as  reciprocity  for  the  establishment 
of  Thai  bank  branches  in  West  Germany.  Since  that  time, 
no  additional  commercial  banks  have  entered  or  exited 
the  market. 

The  liquidity  crisis  of  1978  and  the  collapse  of  the 
Thai  stock  market  in  1979  focused  heavy  criticism  on 
the  virtually  unbridled  growth  of  the  finance  and  secu- 
rities companies  and  the  concentration  of  ownership  in 
Thailand's  financial  sector.  About  two-thirds  of  the  as- 
sets of  the  domestic  banking  system,  for  example,  were 
controlled  by  six  or  seven  families  with  the  rest  being 
largely  controlled  by  the  Ministry  of  Finance  and  Crown 
Property  Bureau  (a  semi-autonomous  organization  which 
administers  the  King's  institutional  property  and  assets). 

These  developments  led  to  The  Act  on  the  Undertak- 
ing of  Finance  Business,  Securities  Business,  and  Credit 
Foncier  Business  of  1979,  the  1979  Revision  of  The 
Commercial  Banking  Act  of  1962,  and  The  Commercial 
Banking  Act  (No.  2)  of  1979. 

The  first  of  those  acts  stated  that,  by  1986,  at  least 
50  percent  of  the  shares  of  each  finance  and  credit 
foncier  company  must  be  held  by  not  less  than  100 
shareholders  who  are  natural  persons,  each  of  whom 
may  not  hold  more  than  0.6  percent  of  the  total  number 
of  outstanding  shares.  Further,  no  single  person  may 
hold  more  than  10  percent  of  any  finance  or  credit  fon- 
cier company's  outstanding  shares.  The  Act  allows  for 
a  transition  period  for  compliance  until  1986 — 40  per- 
cent of  outstanding  shares  must  now  be  held  by  not 
less  than  75  persons.  The  Act  further  required  that  no 
less  than  three-fourths  of  a  company's  shares  and  three- 
fourths  of  a  company's  directorships  be  held  by  persons 
of  Thai  nationality.  A  number  of  Thai  finance  companies 
are  currently  experiencing  considerable  difficulty  in 
complying  with  the  requirements  of  the  Act. 

The  Act  treated  foreign-owned  finance  companies  and 
credit  fonciers  differently.  Any  finance  or  credit  foncier 
company,  which  had  at  least  three-fourths  non-Thai 
ownership  at  the  time  of  the  Act's  passage,  must  reduce 
foreign  ownership  to  a  maximum  of  40  percent  by  1 986. 
The  remaining  shares  must  be  owned  by  no  less  than 
100  Thai  citizens.  A  major  implication  of  this  divesture 
clause  is  that  finance  companies  wholly-owned  by  for- 
eign banks  must  look  for  local  partners  to  remain  op- 
erative in  the  country.  Two  U.S.  banks,  Continential  Il- 


linois and  Chase  Manhattan,  have  sold  their  finance 
company  interests  as  a  result. 

Amendments  to  The  Act  on  the  Undertaking  of  Fi- 
nance Business,  Securities  Business,  and  Credit  Fon- 
cier Business  of  1 979  instituted  a  number  of  controls  on 
the  operations  of  these  companies,  particularly  with  re- 
gard to  the  screening  and  granting  of  loans.  These 
amendments  also  imposed  severe  penalties  for  exec- 
utives found  to  be  irresponsible  or  unscrupulous  and 
required  higher  minimum  capital  levels. 

The  ownership  concentration  problem  for  commercial 
banks  was  addressed  in  the  1 979  Revision  of  The  Com- 
mercial Banking  Act  of  1962.  Under  that  Revision,  do- 
mestic commercial  banks  must  have  250  shareholders 
who  are  natural  persons,  and  who  together  hold  not  less 
than  50  percent  of  total  outstanding  shares.  Each  of 
these  persons  may  hold  no  more  than  0.5  percent  of 
total  outstanding  shares.  No  single  individual  is  per- 
mitted to  hold  more  than  5  percent  of  a  bank's  total 
outstanding  shares.  These  provisions  do  not  apply  to 
any  commercial  bank  which  is  a  branch  of  a  foreign 
bank.  Although  a  compliance  transition  period  has  re- 
cently expired,  a  number  of  local  banks  have  yet  to  fully 
comply  because  of  the  weakness  of  the  Thai  securities 
markets. 

Some  moves  towards  a  more  liberalized  financial  sys- 
tem have  also  been  made.  The  Bank  of  Thailand  has 
adopted  a  more  flexible  attitude  towards  interest  rate 
regulations,  encouraging  more  frequent  interest  rate  ad- 
justments for  both  loans  and  deposits.  It  is  also  consid- 
ering the  introduction  of  negotiable  certificates  of  de- 
posit and  the  establishment  of  discount  houses.  These 
would  make  commercial  banks  more  competitive  with 
the  finance  companies  and  provide  a  new  funding  source. 
However,  a  prescribed  ratio  between  a  bank's  capital 
funds  and  the  amount  of  its  contingent  liabilities  (cur- 
rently 20  percent)  has  been  imposed. 

Key  Developments  Since  1979 

Diversification  of  ownership  in  finance  companies  was 
required  by  the  The  Act  on  the  Undertaking  of  Finance 
Business,  Securities  Business,  and  Credit  Foncier  Busi- 
ness of  1979. 

Treatment  of  U.S.  and  Other  Foreign  Banks 

New  foreign  bank  entry  is  not  allowed  into  Thailand  ex- 
cept through  representative  offices  and  minority  partic- 
ipations in  finance  companies. 

Although  foreign  banks  already  established  in  Thai- 
land generally  receive  the  same  treatment  as  domestic 
Thai  banks  in  most  areas,  the  exceptions  are  very  sig- 
nificant. 

Foreign  banks'  inabilities  to  open  new  branch  offices 
is  the  major  impediment  to  their  competitiveness  in  Thai- 
land. Each  foreign  bank  is  allowed  only  one  branch, 
except  for  branches  grandfathered  when  the  present 
restrictive  law  was  enacted  in  the  late  1950s.  The  Char- 
tered Bank  has  three  grandfathered  branches,  while  the 
Hongkong  and  Shanghai  Bank,  Mercantile  Bank',  Ban- 

'  Hongkong  and  Shanghai  Bank,  which  owns  the  Mercantile  Bank, 
entered  into  an  agreement  on  May  21,  1984,  to  sell  the  Mercantile 
Bank  to  Citibank  Citibank  presently  holds  an  equity  interest  in  a  Thai 
finance  connpany,  but  has  no  branches  in  Thailand. 
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que  de  I'lndochine  et  de  Suez,  and  Mitsui  Bank  each 
have  two  The  Chartered  Bank  is  the  only  foreign  bank 
to  operate  an  office  outside  of  the  Bangkok  nnetropolitan 
area. 

Foreign  bank  branches  are  not  allowed  to  use  the 
Bank  of  Thailand's  rediscount  window,  thus  being  forced 
to  borrow  directly  in  the  interbank  market.  Rate  differ- 
entials between  the  two  may  be  substantial,  especially 
in  periods  of  tight  money.  Stringent  loan  to  capital  ratios 
and  the  25  percent  legal  lending  limit  based  on  branch 
capitalization,  although  applied  equally  to  all,  place  the 
foreign  banks  (and  smaller  domestic  banks)  at  a  relative 
competitive  disadvantage  vis-a-vis  the  dominant  Thai 
institutions.  Foreign  banks  are  also  excluded  from  much 


of  the  defense  contract-related  business. 

The  1979  diversification  law  regarding  ownership  of 
Thai  finance  companies  has  also  severely  limited  a  pre- 
viously available  channel  for  foreign  banks  to  participate 
in  Thailand's  financial  system. 

The  14  foreign  banks  that  presently  have  branches 
in  Thailand  are  allowed  to  play  only  a  small  role  in  Thai- 
land's domestic  banking  system  due  to  the  prohibition 
against  further  branching.  Continued  viability  in  Thailand 
for  some  of  these  operations  is  doubtful  as  the  eight 
largest  foreign  banks  in  Thailand  account  for  almost  88 
percent  of  total  foreign  banking  assets,  leaving  about 
one-half  of  one  percent  of  the  Thai  banking  system  to 
the  remaining  six  foreign  banks. 
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16.  Venezuela 


Summary  Assessment 

Venezuela's  practices  toward  foreign  banks  are  highly 
restrictive.  Foreign  banks  historically  have  been  prohib^ 
ited  from  establishing  subsidiary  banks,  purchasing  ex- 
isting banks,  and  acquiring  significant  equity  positions 
in  Venezuelan  banks.  Since  joining  the  Andean  Common 
Market  in  1973,  Venezuela  has  also  denied  non-Latin 
American  foreign  banks  entry  through  branches.  A  1 975 
law  further  restricted  foreign  bank  opportunities.  Existing 
grandfathered  branches  are  prohibited  from  expanding 
in  number  and  are  subject  to  severe  operating  con- 
straints which  affect  costs,  earnings,  and  market  share. 
Approved  Latin  American  banks  are,  however,  permit- 
ted entry  and  may  be  accorded  domestic  banking  pow- 
ers based  upon  reciprocity  considerations  on  a  case- 
by-case  basis. 

There  has  been  no  significant  change  in  the  treatment 
accorded  foreign  banks  since  the  1979  Report. 

At  year-end  1 978,  three  Venezuelan  banks  each  main- 
tained agencies  in  the  United  States.  There  were  also 
two  representative  offices.  At  year-end  1 983,  seven  Ven- 
ezuelan banks  operated  one  subsidiary,  three  branches, 
four  agencies,  one  New  York  Investment  Company,  and 
six  Edge  Act  Corporations  in  the  United  States,  with 
assets  totalling  $1.1  billion.  The  number  of  represen- 
tative offices  dropped  from  two  to  one. 

One  U.S.  bank  currently  operates  a  grandfathered 
subsidiary  in  Venezuela  with  four  branches  having  total 
assets  of  approximately  $200  million.  This  is  unchanged 
from  1979.  In  addition,  26  U.S.  banks  maintained  rep- 
resentative offices  in  Venezuela  at  year-end  1983. 

National  Treatment  Review 

Summary  of  the  1979  Report 

In  1979,  Venezuela,  despite  having  the  largest  banking 
market  of  any  of  the  Andean  Pact  nations,  was  the  most 
stringent  interpreter  of  the  Pact's  prohibitions  on  foreign 
investment  in  banking.  Non-Latin  American  banks  were 
prohibited  from  further  commercial  bank  entry;  except 
as  less  than  20  percent  owners  of  indigenous  financial 
institutions.  Even  these  investments  were,  in  practice, 
prohibited.  Foreign  banks  established  prior  to  1975  could 
not  open  any  additional  branches.  Because  of  severe 
operating  limitations,  foreign  banks  held  a  very  small 
percentage  of  the  Venezuelan  commercial  banking  mar- 
ket and  prospects  for  increasing  that  share  were  not 
good 

Domestic  Banking  System 

The  Venezuelan  banking  system  is  composed  of  com- 
mercial banks,  mortgage  banks,  financieras  (merchant- 
investment  banks),  and  savings  and  loan  institutions. 


Commercial  banks  hold  approximately  49  percent  of  the 
banking  system's  assets.  They  also  control  some  of  the 
other  financial  institutions.  A  number  of  U.S.  and  other 
foreign  banks  hold  minority  positions  in  financieras  and 
offer  leasing,  consumer  credit,  and  longer-term  invest- 
ment loans. 

As  of  December  1 983,  40  commercial  banks  operated 
1 ,332  offices  in  Venezuela.  Twenty-seven  of  these  are 
privately-held  by  Venezuelans  and  nine  are  public.  Of 
the  remaining  four,  one  is  Brazilian,  one  is  Colombian 
(with  a  20  percent  Venezuelan  minority  interest),  one 
has  capital  subscribed  by  Spain  and  the  Andean  Pact 
member  countries,  and  the  last  is  Citibank,  with  four 
grandfathered  branches  (and  about  1  percent  of  total 
Venezuelan  bank  deposits)  In  addition,  a  large  number 
of  foreign  banks  maintain  representative  offices  in  Ven- 
ezuela. 

As  of  October  1983,  Venezuelan  commercial  banks 
had  assets  of  approximately  $34  billion.  That  figure  is 
about  1 3  percent  higher  than  a  year  prior.  Private  sector 
demand  deposits  accounted  for  40  percent  of  total  de- 
posits; passbook  savings,  23  percent;  time  deposits,  28 
percent;  and  government  and  official  institution  depos- 
its, 12  percent. 

Commercial  banks  are  regulated  through  executive 
decrees  of  the  Venezuelan  Government  as  well  as  of- 
ficial resolutions  of  the  central  bank  and  the  Superin- 
tendent of  Banks.  Bank  loans  are  subject  to  various 
interest  rate  ceilings  and  banks  must  pay  minimum  in- 
terest rates  on  deposits.  Commercial  banks  are  also 
required  to  invest  22.5  percent  of  their  portfolio  in  sup- 
port of  agriculture.  Any  shortfall  in  meeting  that  require- 
ment must  be  held  as  reserves  with  the  central  bank. 

No  more  than  5  percent  of  a  commercial  bank's  local 
currency  deposits  may  be  placed  in  foreign  investments 
or  foreign  currency  denominated  loans.  Commercial  bank 
loans  granted  to  firms  which  are  50  percent  or  more 
foreign  owned  cannot  exceed  40  percent  of  total  capital 
plus  legal  reserves  of  the  firm  involved.  Until  1982,  non- 
residents and  foreign-controlled  firms  were  also  re- 
quired pay  higher  charged  interest  rates  than  those 
charged  local  residents  and  Venezuelan  firms. 

Key  Developments  Since  1979 

Since  1979,  there  have  been  few  changes  in  Venezue- 
la's banking  system  and  no  change  in  the  treatment 
accorded  foreign  banks. 

Treatment  of  U.S.  and  Other  Foreign  Banks 

Freedom  of  entry  and  equality  of  competitive  opportunity 
for  foreign  banks  from  other  than  Andean  Pact  and  ap- 
proved Latin  American  nations  are  almost  totally  absent 
in  Venezuela. 
A  protectionist  stance  taken  by  the  Venezuelan  Gov- 
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ernment  in  the  early  1960s  resulted  in  the  imposition  of 
restrictions  on  foreign  connmercial  banking  in  the  coun- 
try New  bank  licenses  were  no  longer  issued  to  foreign 
banks  and  established  foreign  banks  could  not  expand 
their  existing  branch  networks. 

Banking  law  reforms  initiated  in  1970  and  reinforced 
in  1973  when  Venezuela  joined  the  Andean  Common 
Market  led  to  the  eventual  "Venezuelization"  of  the  fi- 
nancial structure.  The  1975  General  Banking  Law  stip- 
ulates that  the  capital  of  any  new  bank  be  at  least  80 
percent  Venezuelan-owned,  effectively  prohibiting 
meaningful  entry  by  foreign  banks.  Venezuela  permits 
entry  by  banks  from  Andean  Pact  (Bolivia,  Colombia, 
Ecuador,  and  Peru)  and  other  approved  Latin  American 
countries,  and  may  accord  these  banks  domestic  bank- 
ing powers.  Permission  is  based  upon  reciprocity  con- 
siderations and  is  granted  on  a  case-by-case  basis. 

Foreign  banks  established  in  Venezuela  before  the 
1975  law  were  required  to  either  reduce  their  ownership 
to  below  20  percent,  enabling  the  bank  to  continue  op- 


erating on  the  same  terms  as  Venezuelan  banks,  or 
retain  their  level  of  ownership  and  operate  under  special 
discriminatory  restrictions.  Citibank  was  the  only  foreign 
bank  which  chose  to  retain  its  full  equity  position  under 
the  1975  law. 

Foreign  banks  are  prohibited  from  expanding  their 
branch  networks  and  cannot  accept  government  de- 
mand deposits  or  savings  deposits  of  residents  De- 
mand and  time  liabilities  are  limited  to  six  times  capital 
and  reserves,  while  Venezuelan  banks  are  permitted  a 
liability-to-capital  ratio  of  20-to-one.  Expansion  of  capital 
from  any  source  is  prohibited  and  foreign  exchange 
privileges  with  the  central  bank  are  denied.  At  least  75 
percent  of  the  payroll  of  both  domestic  and  foreign  banks 
must  go  to  Venezuelans.  Foreign  banks  are  also  pro- 
hibited from  issuing  savings  bonds,  negotiable  certifi- 
cates of  deposit,  and  any  other  bonds  and  obligations. 
They  may,  however,  issue  certificates  of  deposit  with 
maturities  in  excess  of  90  days.  Finally,  asset  growth  is 
limited  to  7  percent  per  year. 
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17.  Taiwan 


Summary  Assessment 

Foreign  banks  are  only  permitted  to  operate  branches 
in  Taiwan,  subject  to  various  entry  requirements.  No 
foreign  bank  may  open  more  than  one  branch.  Equity 
participation  in  indigenous  banks  is  prohibited,  as  is 
establishment  of  wholly-owned  foreign  bank  subsidi- 
aries. Foreign  banks  may  make  minority  investments  in 
domestically  incorporated  leasing  firms  and  investment 
and  trust  companies,  subject  to  policy  and  legal  restric- 
tions which  severely  limit  the  number  of  such  invest- 
ments. 

Foreign  banks  operating  in  Taiwan  still  do  so  at  a 
material  competitive  disadvantage  relative  to  domestic 
banks.  Foreign  branches  cannot  fund  themselves  com- 
petitively, have  limited  access  to  rediscount  facilities, 
are  virtually  excluded  from  the  consumer  banking  mar- 
ket, cannot  avail  themselves  of  concessionary  export 
and  import  financing  programs,  are  encumbered  by  lim- 
its on  commercial  paper  guarantee  levels,  and  are  ex- 
cluded from  influential  banking  organizations.  Unlike  do- 
mestic banks,  foreign  banks  are  not  able  to  obtain 
securities  underwriting  and  brokerage  licenses. 

The  past  four  years  have  been  marked  by  numerous 
changes  representing  a  cautious  move  towards  greater 
liberalization  of  Taiwan's  financial  system.  Interest  rates 
are  now  allowed  to  be  more  market-determined.  Taiwan 
authorities  have  also  established  an  interbank  trans- 
action center,  a  rediscount  window,  and  additional  spe- 
cial-rate refinancing  programs.  Foreign  banks  have  been 
included  in  some  of  these  areas.  A  number  of  quanti- 
tative limits  on  foreign  bank  operations  in  Taiwan  were 
also  raised  in  August  1983.  Overall,  financial  market 
liberalization  and  the  August  1983  measures  have  re- 
sulted in  a  minor  improvement  in  national  treatment  since 
1979. 

Fourteen  U.S.  banks  currently  operate  one  branch 
each  in  Taiwan,  with  total  assets  of  approximately  $2 
billion  as  of  year-end  1983.  U.S.  banks  currently  have 
six  representative  offices  in  Taiwan.  This  compares  to 
nine  US.  bank  branches  and  five  representative  offices 
at  year-end  1978. 

One  Taiwan  bank  operates  a  branch  and  an  agency 
in  the  United  States,  with  total  assets  of  $540  million  as 
of  year-end  1983.  This  presence  is  unchanged  since 
1979.  The  Taiwan  bank  opened  a  U.S.  representative 
office  in  1980  and  has  recently  received  permission  to 
establish  a  limited  federal  branch. 

National  Treatment  Review 

Summary  of  the  1979  Report 

There  was  no  individual  chapter  on  Taiwan  in  the  1979 
Report.  Foreign  banks  then  faced  a  long  list  of  entry 
and  operating  restnctions.  Some  of  these  restrictions 


have  been  eliminated,  but  a  few  new  ones  have  been 
added. 

The  Domestic  Banking  System 

Numerous  changes  have  taken  place  over  the  past  five 
years  as  part  of  Taiwan's  cautious  movement  towards 
greater  financial  market  liberalization.  However,  Tai- 
wan's banking  system  still  remains  tightly  controlled  by 
the  Central  Bank  of  China  (Taiwan's  central  bank)  and 
the  Ministry  of  Finance. 

Commercial  banks  represent  the  bulk  of  Taiwan's  fi- 
nancial system.  The  postal  system  also  plays  a  signif- 
icant role  in  the  accumulation  of  domestic  savings.  Lesser 
roles  are  played  by  leasing  firms,  investment/trust  com- 
panies, credit  cooperative  associations,  credit  depart- 
ments in  farmers'  and  fishermen's  associations,  and  in- 
surance companies. 

Taiwan  had  24  indigenous  commercial  and  "medium 
business"  banks  as  of  March  31 ,  1 984,  compared  to  22 
at  year-end  1978.  Central  authorities  owned  four  (up 
one  from  year-end  1978);  the  provincial  authorities  owned 
nine  (up  one);  and  1 1  (no  change)  were  privately-owned. 
The  four  banks  owned  by  the  central  authorities  had  36 
branches  at  the  end  of  1 983;  the  nine  owned  by  Taiwan 
provincial  authorities,  577;  and  the  11  privately-owned, 
133. 

The  30  foreign  bank  branches  round  out  Taiwan's 
commercial  banking  sector.  Since  1978,  12  foreign  banks 
from  countries  other  than  the  United  States  and  five 
banks  from  the  United  States  have  established  branches 
in  Taiwan. 

As  shown  in  Table  17.1,  the  Taiwan  financial  system 
has  grown  over  the  past  five  years.  Domestically-owned 
commercial  banks  and  medium  business  banks  added 
nearly  100  offices  to  their  branch  networks  and  had 
asset  growth  of  nearly  80  percent.  Foreign  bank  branches 
similarly  increased  their  presence  in  Taiwan.  Despite 
their  growth,  however,  branches  of  foreign  banks  held 
3.1  percent  of  Taiwan's  financial  assets  as  of  March 
1984,  down  slightly  from  their  3.3  percent  share  at  year- 
end  1978.  The  most  dramatic  increase  in  market  share 
during  this  period  occurred  in  the  postal  savings  system, 
with  over  a  four-fold  increase  in  asset  size. 

The  past  four  years  have  been  marked  by  a  cautious 
move  towards  greater  liberalization  of  Taiwan's  financial 
system.  Although  foreign  banks  have  been  included  in 
a  number  of  areas,  they  have  been  excluded  in  others. 

An  interbank  transactions  center  was  established  in 
April  1980  to  facilitate  Taiwan's  interbank  market.  This 
market  has  subsequently  become  an  important  domes- 
tic currency  funding  source  for  foreign  banks.  However, 
the  market  is  structured  so  that  an  adverse  pricing  dif- 
ferential exists  between  foreign  bank  branch/local  bank 
transactions  and  local  bank/local  bank  transactions. 

Interest  rates  have  been  liberalized.  Prior  to  Novem- 
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Table  17.1 
Taiwan  Financial  System 


December  37, 

1978 

Marc/i  31.  1984 

Number 

Assets' 

(US  $ 
Mil) 

Number 

Assets' 

Type  of  Institution 

Head- 
Quarters 

1 

Branch 
Offices 

0 

Head- 
Quarters 

1 

Brancli 
Offices 

0 

(US.  $ 
Mil.) 

Central  Bank 

$  9,095 

$18,158 

Domestic  Commercial  Banks 

14 

504 

24,050 

16 

560 

40,831 

Foreign  Bank  Branches 

13 

0 

1,431 

30 

0 

2,638 

Medium  Business  Banks 

8 

152 

1,184 

8 

190 

3,756 

Credit  Cooperative  Associations 

75 

0 

1,571 

75 

0 

3,267 

Credit  Departments  of  Farmers'  and 
Fishermen's  Assoc. 

282 

0 

918 

294 

0 

2,815 

Investment  and  Trust  Companies 

8 

1 

1,902 

8 

29 

2,829 

Postal  Savings  System 

1 

2,348 

2,105 

1 

1,550 

8,940** 

Life  Insurance  Companies 

9 

0 

378 

9 

0 

1,351** 

Others*** 

17 

0 

171 

18 

0 

465 

TOTAL 

428 

3,005 

$42,804 

460 

2,329 

$85,050 

•Converted  at  the  rate  of  36  New  Taiwan  dollars  (NTS)  per  US  dollar  for  December  31 ,  1978;  40  17  NTS  per  U  S  dollar  for  February  28,  1984; 
and  39.92  NTS  per  US  dollar  for  March  31,  1984 
"As  of  February  29,  1984 

"'These  include  the  fire  and  marine  insurance  and  bills  finance  companies,  plus  the  Fun-Wha  Securities  Finance  Company  (established  in  1980) 
In  addition,  there  were  37  Leasing  Company  Association  members  as  of  March  31,  1984,  for  which  branch  and  asset  data  are  unavailable 

SOURCE    Taiwan  Ministry  of  Finance 


ber  1980,  the  Central  Bank  of  China  rigidly  controlled 
permissible  interest  rates.  Now,  the  Bankers  Association 
of  Taipei  (foreign  banks  are  excluded  from  membership) 
sets  interest  rates  with  the  concurrence  of  the  central 
bank.  As  a  result,  interest  rates  have  become  more  mar- 
ket-determined. A  more  rapid  decline  in  maximum  per- 
missible lending  rates  than  in  maximum  permissible  de- 
posit rates  has  squeezed  profit  margins,  however. 

The  Central  Bank  of  China  opened  a  rediscount  win- 
dow to  commercial  banks  and  trust  companies  in  March 
1980  to  facilitate  monetary  policy  objectives.  Several 
types  of  rediscount  facilities  are  available,  including  in- 
terbank financing,  secured  credits,  and  foreign  currency 
import  financing.  Foreign  banks  have  only  been  granted 
access  to  the  rediscount  facility  to  meet  minimum  re- 
serve requirements. 

Domestic  (but  not  foreign)  banks  have  also  been 
granted  access  to  the  various  special-rate  refinancing 
programs  which  have  been  established  for  exports  and 
commodity  and  machinery  imports.  The  central  bank 
has  noted,  however,  that  "the  public  authority  considers 
[these]  special-rate  refinancing  programs  to  be  an  im- 
portant tool  for  achieving  the  targets  defined  in  eco- 
nomic policy.  They  are  funded  from  sources  within  the 
public  authority.  Consequently,  the  public  authority  is 
doing  nothing  improper  by  designating  domestic  banks 
to  handle  those  programs." 

Other  changes  include:  establishment  of  a  multibank 
debit  card  (issued  only  by  selected  domestic  banks) 


which  precludes  issuance  of  other  debit  and  credit  cards; 
placement  of  postal  savings  deposits  with  four  spe- 
cialized domestic  banks;  determination  of  foreign  ex- 
change rates  by  banks  belonging  to  the  Foreign  Ex- 
change Center  (membership  is  limited  to  five  major 
domestic  banks);  and  an  increase  in  authorized  over- 
night foreign  exchange  positions  for  commercial  banks. 

Taiwan  also  indirectly  opened  its  stock  market  to  for- 
eign investors  in  July  1983  by  permitting  the  establish- 
ment of  an  international  investment  company  through  a 
joint-venture  of  domestic  banks  and  foreign  securities 
firms.  Proceeds  from  the  sale  of  beneficiary  certificates 
in  the  international  marketplace  are  reinvested  in  the 
Taiwan  stock  market. 

Finally,  approval  for  an  offshore  banking  center  was 
given  last  year.  Offshore  banking  is  expected  to  become 
operational  in  July  1984,  and  about  50  banks  are  ex- 
pected to  participate  by  the  end  of  the  year. 

Key  Developments  Since  1979 

Beginning  in  February  1979,  foreign  exchange  rates 
were  determined  by  banks  belonging  to  the  Foreign 
Exchange  Center  (membership  is  limited  to  five  major 
domestic  banks). 

Limits  were  imposed  in  March  1979  on  commercial 
paper  guarantees  by  foreign  bank  branches. 

Legal  lending  limits  were  imposed  on  domestic  banks 
on  April  13,  1979.  Less  restrictive  limits  were  imposed 
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on  foreign  bank  branches  on  September  2,  1980 

Capitalization  rules  were  introduced  on  February  19, 
1980  which  required  each  foreign  bank  branch  to  have 
a  minimum  working  capital  of  $2  million.  Domestic  banks 
(but  not  individual  branches)  are  subject  to  a  minimum 
capital  requirement  of  $11  million. 

The  February  1 9, 1 980  regulations  substantially  raised 
the  "volume  of  business  with  Taiwan  firms"  criteria  for 
foreign  banks  seeking  to  establish  branches  or  repre- 
sentative offices  in  Taiwan. 

The  February  19,  1980  regulations  (amended  in  Au- 
gust 1983)  also  explicitly  limited  new  foreign  bank  entry 
to  only  two  branches  per  year,  although  exceptions  (fa- 
voring non-U  S.  banks)  have  been  made. 

A  rediscount  window  was  opened  in  March  1980. 
Foreign  bank  access  has  been  limited  to  meet  minimum 
reserve  requirements. 

An  interbank  transactions  center  was  established  in 
April  1980  to  facilitate  Taiwan's  interbank  market. 

Foreign  banks  became  subject  to  limits  on  foreign 
currency  pre-export  loans  in  September  1 980.  Domestic 
banks  are  not  permitted  to  make  these  loans. 

The  Bankers  Association  of  Taipei  (foreign  banks  are 
excluded  from  membership)  has  set  interest  rates  with 
the  concurrence  of  the  central  bank  since  November 
1980. 

In  1981,  foreign  banks  started  a  market  in  local  cur- 
rency bankers'  acceptances.  No  limits,  except  for  the 
single  borrower  lending  limit,  have  been  imposed. 

Placement  of  postal  savings  deposits  with  four  spe- 
cialized domestic  commercial  banks  began  in  March 
1982. 

Foreign  banks  were  allowed,  beginning  May  20, 1 983, 
to  issue  domestic  currency  cashier's  checks  under  their 
own  names. 

Foreign  bank  branches  are  now  allowed  to  issue  for- 
eign commercial  paper  guarantees  to  any  firm.  Prior  to 
August  23,  1983,  guarantees  could  only  be  extended 
to  a  customer  having  a  previous  foreign  exchange  busi- 
ness relationship  with  the  branch. 

Foreign  bank  branches  have  been  allowed  since  Au- 
gust 1983  to  accept  time  deposits  and  issue  certificates 
of  deposit  with  maturities  of  up  to  180  days. 

Permissible  overnight  foreign  exchange  position  limits 
were  raised  in  September  1983.  Limits  for  domestic  and 
foreign  banks  are  the  same,  with  the  exception  of  six 
domestic  banks  that  have  higher  limits  due  to  business 
volume  considerations. 

A  proprietary  multibank  debit  card  was  established 
in  1984,  issued  only  by  selected  domestic  banks. 

All  state-owned  enterprises  were  effectively  curtailed 
in  March  1984  from  borrowing  foreign  currency  short- 
term. 


Treatment  of  U.S.  and  Other  Foreign  Banks 

Foreign  banks  are  permitted  entry  into  Taiwan  through 
branches  or  representative  offices,  subject  to  certain 
business  volume  criteria  and  other  limits.  They  are  not 
permitted  equity  holdings  (either  minority  or  majority)  in 
domestic  banks,  and  may  not  establish  wholly-owned 
banking  subsidiaries  in  Taiwan  (issuance  of  all  com- 


mercial banking  licenses  in  Taiwan  has  been  frozen 
since  1975). 

Foreign  banks  may  make  minority  investments  in  new 
domestic  leasing  firms  and  investment/trust  companies, 
subject  to  policy  and  legal  restrictions  which  severely 
limit  the  number  of  such  investments.  No  one  investor 
may  own  more  than  20  percent  of  an  investment  and 
trust  company,  and  total  foreign  investment  in  any  such 
company  may  not  exceed  40  percent.  Since  present 
guidelines  permit  only  investments  in  new  companies 
and  not  the  acquisition  of  shares  in  existing  companies, 
further  growth  of  foreign  investment  in  this  area  is  un- 
likely. 

Individual  foreign  banks  are  limited  to  only  one  branch 
in  Taiwan,  in  either  Taipei  or  Kaohsiung.  Foreign  banks 
operating  a  branch  are  also  precluded  from  operating 
any  other  type  of  business  office  in  Taiwan,  including 
representative  offices.  Participations  in  leasing  firms  and 
investment  and  trust  companies  are  allowed,  however. 
In  contrast,  domestic  Taiwan  banks  may  open  new 
branches,  subject  to  adequate  business  volume. 

A  capitalization  requirement  was  introduced  on  Feb- 
ruary 19,  1980;  each  foreign  bank  branch  must  now 
have  a  minimum  working  capital  of  $2  million.  Domestic 
banks  are  subject  to  an  overall  capitalization  require- 
ment of  $11  million  on  a  consolidated  basis;  individual 
branches  are  not  subject  to  a  separate  capital  require- 
ment. 

Foreign  banks  must  also  meet  other  criteria  before 
permission  to  open  either  a  branch  or  representative 
office  is  granted.  Foreign  banks  applying  to  establish  a 
branch  in  Taiwan  must  have  had  correspondent  rela- 
tionships with  domestic  banks  for  at  least  ten  years  and 
must  have  consummated  at  least  $1  billion  in  business 
with  Taiwan  addressees  in  the  prior  three-year  period 
(including  at  least  $1 80  million  in  loans  to  major  domestic 
firms  with  maturities  of  one  year  or  longer).  Before  Feb- 
ruary 19,  1980,  the  minimum  requirement  was  $50  mil- 
lion in  business  with  Taiwan  addressees  in  the  year  prior 
to  application.' 

Similar  criteria  must  be  met  by  a  foreign  bank  wishing 
to  establish  a  representative  office  in  Taiwan,  i.e.,  cor- 
respondent relationships  for  at  least  five  years  with  do- 
mestic banks  and  enterprises,  and  consummation  of  at 
least  $100  million  in  business  with  Taiwan  addressees 
in  the  prior  three-year  period  (including  at  least  $30 
million  in  loans  to  major  domestic  firms  with  maturities 
of  one  year  or  longer).  Before  February  19,  1980,  the 
minimum  requirement  was  $30  million  in  business  with 
Taiwan  addressees  in  the  year  prior  to  application.^ 


'The  present  criteria,  though  more  stringent  than  those  applying  before 
February  19,  1980,  have  been  relaxed  from  those  in  place  between 
February  19,  1980  and  August  9.  1983  Branch  applicants  still  had 
to  meet  the  three-year  $1  billion  minimum  business  criteria  during  that 
period,  but  at  least  $500  million  of  that  must  have  been  consummated 
within  the  immediate  year  prior  to  application  Further,  at  least  $60 
million  in  loans  to  major  domestic  firms  with  maturities  of  one  year  or 
more  must  have  been  extended  in  each  of  the  three  years  prior  to 
application. 

'The  present  criteria  also  represent  a  relaxation  from  those  in  place 
between  February  19.  1980  and  August  9.  1983  During  that  period, 
applicants  for  a  representative  office  must  have  extended  $20  million 
in  loans  to  major  domestic  firms  with  maturities  of  one  year  or  more 
in  each  of  the  three  years  prior  to  application. 
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Regulations  issued  on  February  19, 1980  and  amended 
in  August  1983  also  explicitly  limit  new  entry  of  foreign 
banks  into  Taiwan  to  only  two  branches  per  year,  though 
exceptions  can  be  made.  One  exception  is  that  a  foreign 
bank  ranked  among  the  100  largest  in  the  free  world 
may  be  exempted  from  the  minimum  lending  criteria 
and  the  overall  two  branch  limit  if  there  is  no  foreign 
bank  from  the  applying  bank's  home  country  with  an 
office  in  Taiwan  (U.S.  banks  cannot  benefit  from  this 
exception).  The  second  is  that  Taiwan  authorities  may 
waive  the  normal  requirements  on  the  basis  of  reci- 
procity. The  latter  exemption  has  been  used  to  promote 
the  opening  of  offices  by  European  and  Asian  banks. 
This  exemption  has  never  been  given  to  U.S.  banks, 
however. 

Foreign  banks  in  Taiwan  are  also  still  subject  to  con- 
siderable constraints  on  their  operations,  although 
somewhat  better  treatment  has  been  forthcoming  in  a 
few  selected  areas.  Regulations  limiting  foreign  bank 
access  to  domestic  funds  are  perhaps  the  most  onerous 
and  restrictive.  Prior  to  1983,  foreign  banks  essentially 
had  to  rely  on  the  interbank  market  for  most  of  their 
domestic  funding  needs.  Although  foreign  banks  were 
allowed  to  accept  demand  passbook  accounts,  these 
were  never  a  significant  source  of  funds  due  to  interest 
rate  ceilings  —  currently  2.25  percent. 

Some  improvement  occurred  in  1983  when  the  Min- 
istry of  Finance  permitted  foreign  bank  branches  to  ac- 
cept time  deposits  and  issue  certificates  of  deposit  with 
maturities  of  up  to  180  days.  Each  foreign  branch  must 
still  redeposit  with  the  central  bank  the  excess  of  ag- 
gregate time  and  other  deposits  over  the  lesser  of  12.5 
times  inward  remitted  capital  or  NTS  2  billion.  However, 
this  requirement  has  not,  to  date,  resulted  in  any  prac- 
tical restraint  on  foreign  banks  as  deposits  have  re- 
mained well  below  those  limits.  Domestic  banks  are 
subject  to  neither  the  maturity  constraint  nor  the  aggre- 
gate deposit  ceiling. 

Foreign  banks  are  still  not  authorized  to  accept  sav- 
ings deposits,  except  demand  passbook  accounts.  As 
a  matter  of  policy,  publicly-owned  corporations  are  not 
permitted  to  have  checking  deposits  with  foreign  banks. 
Foreign  banks  also  remain  ineligible  to  receive  deposits 
from  the  postal  savings  system,  and  are  still  denied  a 
variety  of  refinancing  privileges  at  the  central  bank  tied 
to  exports  and  to  imports  of  essential  goods  and  com- 
modities such  as  machinery  for  "strategic  industries," 
oil,  coal,  and  agricultural  commodities.  Foreign  banks 
have  been  granted  access  to  central  bank  rediscount 
facilities  for  short-term  credit  to  meet  minimum  reserve 
requirements.  Although  this  access  has  been  quite  ben- 
eficial, foreign  banks  are  still  denied  access  to  other 
rediscount  services. 

Thus,  foreign  branch  liability  maturities  remain  limited 
to  the  short-term,  and  most  funding  is  still  primarily  ac- 
complished through  the  interbank  market  where  do- 
mestic banks  usually  charge  foreign  banks  a  "risk  pre- 
mium" in  the  range  of  100  basis  points. 

There  are  numerous  other  restraints,  as  well.  Foreign 
banks  are  prohibited  from  extending  loans  to  individuals 
and  are  thus  virtually  excluded  from  the  consumer  bank- 
ing market.  Regulations  also  make  it  extremely  difficult 
for  foreign  banks  to  extend  commercial  real  estate  loans. 


Unlike  foreign  bank  branches,  local  commercial  banks 
are  permitted  to  hold  both  securities  underwriting  and 
brokerage  licenses.  Foreign  banks  are  prohibited  from 
selling  travelers  checks  to  Taiwan  citizens  going  abroad, 
though  designated  domestic  banks  may. 

Domestic  and  foreign  banks  are  subject  to  different 
legal  lending  limits.  As  of  April  1984,  domestic  banks' 
lending  of  both  domestic  and  foreign  currency  to  a  sin- 
gle borrower  is  limited  to  15  percent  of  the  bank's  net 
worth  for  both  secured  and  unsecured  loans.  Prior  to 
that,  single  borrower  limits  for  domestic  banks  were  set 
at  (i)  25  percent  of  the  bank's  net  worth  for  secured  and 
unsecured  loans,  combined;  and  (ii)  5  percent  of  the 
bank's  net  worth  for  unsecured  loans  alone. 

Legal  lending  limits  were  first  imposed  on  foreign  bank 
branches  on  September  2,  1980.  Domestic  currency 
loans  to  a  single  borrower  are  limited  to  the  greater  of 
NT$  100  million  or  7  percent  of  the  branch's  NTS  out- 
standings. All  foreign  currency  loans  and  acceptances 
to  a  single  borrower  are  limited  to  25  percent  of  the  net 
worth  of  the  branch's  head  office. 

The  limits  imposed  on  foreign  banks  are,  in  practice, 
less  restrictive  than  those  imposed  on  domestic  banks. 

Beginning  in  September  1980,  foreign  banks  were 
also  subjected,  for  monetary  policy  reasons,  to  a  $6 
million  per  week  (SI  million  per  day  until  August  24, 
1983)  limit  on  foreign  currency  pre-export  loans.  Each 
foreign  bank  is  also  subject  to  an  overall  ceiling  on  total 
pre-export  loans  outstanding,  based  upon  economic 
policy  and  business  volume.  Domestic  banks  are  not 
permitted,  however,  to  make  foreign  currency  pre-ex- 
port loans. 

Taiwan  banking  law  permits  both  foreign  and  do- 
mestic bank  branches  to  guarantee  commercial  paper. 
However,  only  domestic  banks  are  allowed  to  treat  such 
guarantees  as  ordinary  extensions  of  credit  for  lending 
limit  purposes.  Since  1979,  commercial  paper  guar- 
antees by  foreign  branches  have  been  limited  to  five 
times  the  branch's  net  worth  in  the  aggregate  and  to  20 
percent  of  the  branch's  net  worth  per  customer.  How- 
ever, foreign  branches  may  now  issue  foreign  currency 
loan  guarantees  to  any  firm.  Prior  to  August  23,  1983, 
loan  guarantees  could  only  be  extended  to  customers 
having  previous  foreign  exchange  business  relation- 
ships with  the  branch. 

Foreign  branches  are  precluded  from  offering  on- 
shore foreign  exchange  settlement  for  exports  and  im- 
ports to  local  and  multinational  companies  located  in 
the  three  Export  Processing  Zones  or  in  the  Hsinchu 
Science  Industry  Park.  Three  local  banks,  the  Bank  of 
Taiwan  (owned  by  the  Taiwan  provincial  authorities),  the 
Bank  of  Communications  (owned  by  the  central  au- 
thorities), and  the  International  Commercial  Bank  of  China 
(nominally  private,  but  closely  associated  with  the  cen- 
tral authorities)  are,  in  practice,  the  only  banks  able  to 
do  such  business  there. 

Foreign  banks  cannot  join  the  Taipei  Bankers  Asso- 
ciation or  the  Foreign  Exchange  Center.  These  bodies 
are  influential  in  determining  interest  rates  and  foreign 
exchange  rates,  respectively. 

Foreign  banks  did  begin  to  issue  domestic  currency 
bankers'  acceptances  in  1981.  There  are  no  limits  on 
this  business,  except  for  the  single  borrower  lending 
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limit.  Consequently,  they  have  become  one  of  the  major 
products  for  foreign  banks  in  Taiwan. 

Foreign  banks  received  permission  from  the  Ministry 
of  Finance  on  May  20,  1983  to  issue  domestic  currency 
cashier's  checks  under  their  own  names.  This  change 
enables  foreign  banks  to  provide  better  customer  serv- 
ice and  to  reduce  their  operational  costs.  In  the  past, 
only  the  Bank  of  Taiwan  was  authorized  to  issue  such 
checks. 

Permissible  overnight  foreign  exchange  position  limits 
were  also  raised  in  1983.  The  limit  was  raised  from  $40 
million  to  $80  million  for  the  Bank  of  Taiwan;  from  $40 
million  to  $60  million  for  the  International  Commercial 
Bank  of  China,  Chang  Hwa  Commercial  Bank,  First 


Commercial  Bank,  Hwa  Nan  Commercial  Bank,  and  the 
City  Bank  of  Taipei;  and  from  $20  million  to  $30  million 
for  the  remaining  domestic  banks  and  all  foreign  banks. 
These  limits  are  set  by  the  central  bank  based  upon  the 
volume  of  business  of  each  individual  bank. 

In  March  1984,  however,  the  Ministry  of  Economic 
Affairs  issued  a  temporary  directive,  ostensibly  to  control 
the  growth  of  the  domestic  money  supply,  which  effec- 
tively curtailed  all  state-owned  enterprises  from  borrow- 
ing foreign  currency  short-term.  This  directive  has  fur- 
ther weakened  U.S.  and  other  foreign  banks' 
competitiveness  in  Taiwan  due  to  their  inadequate  ac- 
cess to  domestic  currency  funding. 
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Appendix  I 


Correspondence  Leading  to  the  Update 

Reprinted  below  are  the  two  letters  which  led  to  the 
preparation  of  this  Update.  First  is  the  February  2,  1984 
letter  from  the  Honorable  Jake  Garn.  Chairman,  Com- 


mittee on  Banking,  Housing,  and  Urban  Affairs,  United 
States  Senate,  to  the  Honorable  Donald  T.  Regan,  Sec- 
retary of  the  Treasury,  requesting  an  update  to  the  1 979 
Report  Secretary  Regan's  March  15,  1984  reply  to 
Chairman  Garn  follows. 


JAKE  GARN, 
)OHN  TOWER.  TEXAS 
JOHN  HEINZ.  PENNSYLVANIA 
WILLIAM  L   ARMSTRONG,  COLORADO 
ALFONSE  M   D'AMATO,  NEW  YORK 
SLAOE  GORTON,  WASHINGTON 
PAULA  HAWKINS.  FLORIDA 
MACK  MATINGlY.  GEORGIA 
CHIC  HECHT.  NEVADA 
PAUL  TRI8LE.  VIRGINIA 


UTAH,  CHAIRMAN 

WILLIAM  PROXMIRE,  WISCONSIN 
ALAN  CRANSTON.  CALIFORNIA 
DONALD  W  RIEGLE.  JR  ,  MICHIGAN 
PAUL  S   SAR8ANES.  MARYLAND 
CHRISTOPHER  J   DODD.  CONNECTICUT 
ALAN  J   DIXON.  ILLINOIS 
JIM  SASSER,  TENNESSEE 
FRANK  R  LAUTENBERG.  NEW  JERSEY 


Pntteb  ^hxks  ^en^rte 

COMMITTEE  ON  BANKING,  HOUSING,  AND 
URBAN  AFFAIRS 

WASHINGTON,  D.C.  20510 

February  2,  1984 


The  Honorable  Donald  T.  Regan 

Secretary 

Department  of  the  Treasury 

1500  Pennsylvania  Avenue,  N.W. 

Washington,  D.C.  20220 

Dear  Mr.  Secretary: 

More  than  four  years  now  have  passed  since  the  Department  of  the 
Treasury,  in  conjunction  with  the  Department  of  State,  the  Board  of 
Governors  of  the  Federal  Reserve  System,  the  Comptroller  of  the 
Currency,  and  the  Federal  Deposit  Insurance  Corporation,  published 
your  "Report  to  Congress  on  Foreign  Government  Treatment  of  U.S. 
Commercial  Banking  Organizations." 

That  report,  required  by  the  International  Banking  Act  of  1978, 
identified  many  instances  where  U.S.  banks  seeking  to  operate  abroad 
did  not  receive  an  equality  of  competitive  opportunity  with  local 
banks . 

"National  treatment"  was  preserved  for  foreign  banks  operating 
in  the  U.S.  by  the  1978  Act,  in  the  expectation  that  our  trading 
partners  would  reciprocate  by  ending  discrimination  against  our  banks 
abroad. 
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The  Honorable  Donald  T.  Regan 
February  2,  1984 
Page  2 


While  important  steps  have  been  taken  by  some  countries  to 
improve  the  fairness  of  their  treatment  of  U.S.  banks,  discrimination 
continues  elsewhere,  even  in  countries  whose  own  banks  have  been 
expanding  their  involvement  in  the  U.S.  market.  The  result  is  that 
our  exports  of  both  goods  and  services  are  artificially  and  unfairly 
depressed . 

Accordingly,  on  November  18,  1983,  I  introduced  legislation, 
S.  2193,  which  would  require  the  Comptroller  of  the  Currency,  when 
acting  on  an  application  by  a  foreign  bank  to  open  a  U.S.  office,  to 
consider  the  treatment  of  U.S.  banks  in  the  applicant  bank's  home 
country . 

In  considering  this  legislation,  Congress  would  benefit  from  an 
update  of  your  1979  Report.  I  would  appreciate  your  providing  us  with 
such  an  update  as  soon  as  possible. 


^Jake  Garn 

JG/lsh 

copy  to:  The  Honorable  George  Shultz 

The  Honorable  Paul  Volcker 

The  Honorable  C.  T.  Conover 

The  Honorable  William  M.  Isaac 
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THE  SECRETARY  OF  THE  TREASURY 

WASHINGTON 


March  15,  1984 


Dear  Jake: 

This  responds  to  your  letter  requesting  that  the  Department  of 
the  Treasury  provide  you  with  an  update  of  the  1979  "Report  to 
Congress  on  Foreign  Government  Treatment  of  U.S.  Commercial  Banking 
Organizations . " 

Representatives  of  Treasury  and  the  Comptroller's  office  met 
with  Committee  staff,  and  I  understand  have  agreed  on  the  scope  and 
timing  of  the  update.  Enclosed  is  an  outline  and  work  plan  for 
providing  you  the  agreed-upon  material  by  early  June. 


With  best  wishes. 


Sincerely, 


Donald  T.  Regan 


The  Honorable 

Jake  Garn.  Chairman 

Committee  on  Banking,  Housing, 

and  Urban  Affairs 
United  States  Senate 
Washington,  D.C.  20510 

Enclosure 
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Outline 


Work  Plan 


Countries  to  be  covered 


•  Australia 

•  Brazil 

•  Canada 

•  Finland 

•  India 

•Japan 

•  Mexico 

•  Norway 

•  Philippines 

•  Portugal 

•  South  Korea 

•  Spam 

•  Sweden 

•  Taiwan 

•  Venezuela 

•  Thailand 

Report  will  provide  overall  summary  and 
conclusions  and,  for  each  country 

•  Description  of  major  changes,  if  any,  in  the  fi- 
nancial markets  of  the  host  country. 

•  Current  assessment  of  U.S.  banks'  opportunities 
to  compete  equally  with  host  country's  banks. 

•  Description  of  the  differences  from  that  reported 
in  1979. 

•  Revised  summary  assessment. 

Methodology 

•  Joint  effort  of  staff  of  Treasury  and  State  De- 
partments, Comptroller  of  the  Currency,  Federal 
Reserve  Board  and  Federal  Deposit  Insurance 
Corporation. 

•  Information  and  views  will  be  sought  from  partic- 
ipating departments/agencies,  including  over- 
seas personnel,  U.S.  financial  interests  and  host 
governments  via  direct  staff-initiated  contacts  and 
Federal  Register  notice. 

•  Study  Director  will  be  Alan  Herlands,  Special  As- 
sistant to  the  Senior  Deputy  Comptroller  (Policy 
and  Planning).  447-1646 


Step  1 :  Information  collection 

•  Embassy  staffs  will  be  contacted  to  request  they 
gather  information  and  combine  it  with  their  own. 

•  Federal  Register  notice  will  solicit  views  of  all 
interested  parties. 

•  Participating  departments/agencies  will  share  their 
information. 

Step  2:  Draft  country  reports 

•  Each  participant  will  be  responsible  for  drafting 
certain  country  reports. 

•  All  participants  will  review  all  country  reports. 

Step  3:  Host  country  review 

•  Through  embassies,  host  countries  will  be  given 
opportunity  to  comment. 

Step  4:  Final  country  reports  and  overall 
summary  and  conclusions 

•  Drafting  participant  will  propose  final  country  re- 
port. 

•  Overall  summary  and  conclusions  drafted. 

•  All  participants  will  review  proposed  final  prod- 
uct. 

We  expect  to  be  able  to  deliver  the  updated  material  to 
the  Senate  Banking  Committee  by  the  first  week  in  June 
1984. 
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Appendix  II 


Reprint  of  Conclusions  From  the  1979 
Report 

Set  forth  below,  in  their  eritirety,  are  the  conclusions 
included  in  Chapter  37  of  the  1979  Report  to  Congress 
on  Foreign  Government  Treatment  of  U.S.  Commercial 
Banking  Organizations 

Conclusions 

1.  U.S  banks  have  a  substantial  degree  of  access 
to  most  financial  markets  abroad  of  importance  to  them, 
both  in  terms  of  initial  entry  and  the  powers  they  may 
exercise  once  entry  has  been  accomplished.  US.  banks 
established  in  those  markets  generally  believe  that  they 
are  fairly  treated  compared  with  indigenous  institutions. 

2.  Within  this  generally  favorable  context,  some  var- 
iation in  the  treatment  of  U.S.  and  other  foreign  banks 
is  evident.  This  treatment  ranges  from  free  and  open 
regulatory  environments  in  developed  nations,  with  a 
few  marked  exceptions,  to  quite  restrictive  conditions 
in  some  nations  in  earlier  stages  of  development.  How- 
ever, a  number  of  developing  countries  are  relatively 
accessible  to  foreign  banks  and  a  few  actively  encour- 
age foreign  presence 

3.  U.S.  banks'  overseas  expansion  has  been  pre- 
dominantly through  the  establishment  of  direct  branch 
operations.  Approximately  three-quarters  of  U.S.  banks' 
overseas  assets  are  in  branches  rather  than  in  subsi- 
diaries and  affiliates.  Branches  offer  advantages  in  terms 
of  cost,  flexibility  and  control.  The  overwhelming  pref- 
erence of  U.S.  banks  is  for  direct  branches  as  a  means 
of  future  banking  expansion  abroad  rather  than  acqui- 
sition of  equity  interests  in  existing  banks  or  establish- 
ment of  new  affiliates  or  subsidianes. 

4.  Only  a  few  countries  prohibit  foreign  bank  entry 
altogether,  and  those  are  mostly  countries  with  fully  na- 
tionalized banking  systems. 

Various  restrictions  on  the  permissible  forms  of  foreign 
bank  entry  are  fairly  common,  however.  Some  countries 
only  allow  representative  offices  Others  will  allow  for- 
eign banks  to  establish  subsidiaries  but  not  branches. 
And  many  countries  now  effectively  limit  foreign  equity 
interests  in  domestic  banks  to  less  than  majority  hold- 
ings. In  general,  these  entry  restrictions  are  aimed  at 
protecting  indigenous  financial  institutions  or  at  main- 
taining national  control  of  the  financial  system. 

5.  A  large  number  of  countries,  including  many  with 
otherwise  liberal  entry  policies,  such  as  permitting  for- 
eign branches  and  de  novo  bank  subsidiaries,  take  a 
more  restrictive  approach  to  foreign  acquisition  of  do- 
mestic banks.  In  some  of  these  countries,  acquisition  of 
equity  interest  in  indigenous  banks  is  prohibited  or  strictly 
limited  to  less  than  a  controlling  interest  by  law,  many 
others  by  unwritten  policy.  Such  policies  have  not  often 
been  clearly  enunciated  or  tested,  at  least  within  the 


realm  of  public  knowledge,  particularly  with  regard  to 
acquisitions  of  large  banks.  Although  evidence  of  im- 
pediments to  foreign  (including  U.S.)  acquisition  of  very 
large  indigenous  banks  is  largely  impressionistic,  de- 
cisions regarding  any  given  acquisition  would  be  heavily 
influenced  by  the  particular  circumstances  surrounding 
the  proposed  acquisition.  Informed  judgments  suggest 
that,  as  a  general  matter,  such  acquisitions  would  be 
discouraged  by  most  governments. 

6.  Very  few  countries  demand  reciprocity  as  an  ab- 
solute condition  for  foreign  bank  entry,  A  number  of 
countries,  however,  include  reciprocity  among  the  fac- 
tors to  be  considered  when  reviewing  foreign  bank  ap- 
plications. Reciprocity  criteria  vary  widely  in  practice, 
ranging  from  broad  considerations  applied  with  sub- 
stantial discretion  to  very  narrow  requirements  that  in 
the  extreme  reduce  to  one-for-one  trades  of  new  licen- 
ses. Because  individual  states  of  the  U.S.  prohibit  for- 
eign bank  entry  or  restrict  branch  banking,  U.S.  banks 
from  those  states  have  sometimes  been  adversely  af- 
fected by  reciprocity  requirements. 

7.  A  determination  of  whether  competitive  equality 
exists  requires  a  careful  review  of  restrictions  and  op- 
erating privileges  granted  foreign  banks  on  a  country- 
by-country  basis.  Generalization  regarding  the  impor- 
tance of  any  individual  restriction  is  not  possible  be- 
cause of  the  unique  structure  of  individual  financial  sys- 
tems. Moreover,  the  impact  of  any  particular  restriction 
may  be  exacerbated  when  applied  in  combination  with 
other  regulations.  It  is  also  important  to  note  that  do- 
mestic monetary,  fiscal,  and  balance  of  payments  pol- 
icies significantly  affect  banking  activities  and  some- 
times have  a  differential  competitive  impact  on  foreign 
banks  due  to  the  nature  of  their  operations. 

8.  Most  industrialized  nations  and  some  developing 
countries  apply  identical  laws  and  regulatory  require- 
ments to  the  operations  of  foreign  and  domestic  banks 
as  a  matter  of  clearly  stated  policy.  Those  regulations 
and  policies  may  have  a  differentially  adverse  impact 
on  foreign  banks  due  to  the  nature  of  their  operations. 
Some  of  these  countries  have  deliberately  reduced  com- 
petitive inequities  by  flexible  application  of  those  re- 
quirements to  foreign  banks  or  by  granting  privileges  to 
foreign  banks  to  compensate  for  the  differential  impact 
of  restrictive  regulations. 

9.  Relatively  few  countries  having  significant  financial 
markets  impose  requirements  that  explicity  discriminate 
against  operations  of  U.S.  and  other  foreign  banks.  The 
intent  of  countries  which  do  impose  such  restrictions  is 
often  to  limit  foreign  banks  to  specific  segments  of  the 
financial  market  such  as  trade  and  foreign  currency 
financing.  Some  discriminatory  operating  restrictions  are 
of  little  consequence  to  U.S.  banks,  given  the  nature  of 
their  operations  in  the  country.  Others,  however,  such 
as  differential  capital  requirements,  lack  of  access  to 
rediscount  facilities  or  subsidized  funds,  limitations  on 
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branch  expansion  within  a  country,  or  differential  reserve 
requirements  can  have  adverse  effects  on  the  ability  of 
foreign  banks  to  compete  effectively. 

10.  No  evidence  was  found  of  any  country  singling 
out  U.S.  banks  for  discrimination  vis-a-vis  other  foreign 
banks. 

1 1 .  No  evidence  has  been  found  to  indicate  that  U.S. 
exports  are  significantly  impeded,  either  directly  or  in- 
directly, by  discriminatory  treatment  of  U.S.  banks  abroad. 
U.S.  banks  do  not  require  physical  presence  within  a 
parficular  country  in  order  to  finance  or  facilitate  export 
sales  to  that  country.  Many  alternative  financing  sources 
are  available.  The  existence  of  an  established,  com- 
petitive international  banking  network  ensures  that  cred- 
itworthy export  transactions  will  receive  the  necessary 
financing. 


12.  Since  U.S.  banks  have  close  working  contacts 
with  host  country  banking  authorities,  they  are  often  in 
the  best  position  to  resolve  regulatory  problems.  How- 
ever, sometimes  official  attention  is  appropriate.  The 
U.S.  government  acts  through  many  different  channels 
in  efforts  to  eliminate  discriminatory  treatment  of  U.S. 
banks  abroad,  such  as  formal  and  informal  approaches 
by  U.S.  officials  to  host  governments,  discussions  at 
meetings  of  international  organizations  and  bilateral 
commissions,  and  meetings  with  banking  authorities. 
The  range  of  issues  covered  extends  from  resolving 
specific  business  problems  of  individual  banks  to  pre- 
senting official  U.S.  government  positions  on  proposed 
regulations  and  legislation,  or  to  negotiating  changes  in 
the  overall  regulatory  environment. 
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Macfarlane  and  Hugh  W,  Conway  throughout  the  plan- 
ning and  review  stages.  Leonard  Samowitz  provided 
valuable  research  support  and  Joyce  Breen  provided 
secretarial  assistance. 

Office  of  ttie  Comptroller  of  the  Currency  (OCC)^  Many 
OCC  staff  members  contributed  to  the  planning  and 
actual  production  of  the  1984  Update.  James  E.  Boland 
was  involved  in  the  early  stages  of  the  planning  process 
and  acted  as  congressional  liaison  throughout  the  course 
of  the  project.  Drafts  were  reviewed  by  David  L.  Chew, 
Robert  R.  Bench,  William  A.  Ryback,  William  Glidden, 
Carol  M.  Beaumier,  C.  Stewart  Goddin,  and  Melanie  R. 


Quinn.  Ellen  Stockdale  edited  the  manuscripts.  Histor- 
ical data  on  the  U.S.  presence  of  foreign  banks  was 
supplied  by  Melanie  R.  Quinn.  Elisabeth-Fay  Block  and 
Sandra  P.  Walls  were  responsible  for  the  word  proc- 
essing of  the  drafts,  and  Melvin  S.  Young  provided  pho- 
tocopying services. 

Al  Mitchell,  J.  Shane  McFarlin  and  Leroy  Graham  han- 
dled reproduction  and  assembly  of  the  final  report.  Betty 
Bowles  and  her  staff  of  messengers  assisted  in  a  vital 
way  by  expediting  communications  between  the  partic- 
ipating agencies. 

Timely  information  on  the  treatment  of  U.S.  banks  abroad 
was  also  provided  by  U.S.  banks  with  overseas  oper- 
ations, the  Bankers  Association  for  Foreign  Trade,  the 
Institute  of  Foreign  Bankers,  the  American  Institute  in 
Taiwan,  and  the  American  Bankers  Association 


Alan  Herlands 
Study  Director 
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